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Editorial Comment 


The Committee on Accounting and Aud- 
Towards Better iting Research of The Dominion Associa- 
Financial tion of Chartered Accountants has as one 
Statements of its aims the improvement of financial 
statements so that they will better serve 
the interests of shareholders, management, employees, in- 
vestors and the public generally. Fortunately, our pro- 
fession is not alone in this aim. and a number of other 
groups are engaged in promoting such improvement. We 
think that members will be interested in knowing that the 
Management Committee of the Toronto Stock Exchange 
has distributed to all listed companies a copy of Bulletin 
No. 1 (Standards of Disclosure in Annual Financial State- 
ments of Manufacturing and Mercantile Companies) com- 
mending it to their attention. The following is an excerpt 
from their covering letter: 
“The Managing Committee of the Toronto Stock Ex- 
change has reviewed this bulletin and commends it to 
your serious consideration. While in many cases its 
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standards go beyond the minimum requirements of the 
various Companies Acts, they do not go beyond the 
standards which most companies already impose on 
themselves in supplying information to their share- 
holders. In some cases, companies which have in the 
past supplied less detailed information have done so 
only because they have not been aware of the informa- 
tion which investors have come to expect. 

“It is suggested that you compare your financial 
statements of last year with the standards set out in 
this bulletin and if there are differences, discuss these 
with your auditors with a view to incorporating the 
recommendations in your next annual statements. As 
the bulletin recognizes, there will always be exceptional 
cases which require exceptional treatment. But, except 
in such cases, the Committee feels that the shareholders 
of listed companies should obtain the information set 
out in the bulletin and will appreciate your co-opera- 
tion in seeing that this is provided.” 


The Investment Dealers Association has also considered 
the bulletin, approved it and sent it with a covering letter 
to a number of Canadian companies. 

All public accountants will, we think, appreciate that a 
co-ordinated effort of this nature is much more likely to im- 
prove reporting in annual financial statements than the in- 
dividual efforts of the separate associations. 


Section 4 of Bill 454 reads as follows: 
Principles “Subject to the other provisions of this 
. or Practices Part, income for a taxation year from a 
business or property shall be determined 
in accordance with generally accepted accounting prin- 
ciples.” 

While much discussion has taken place over the years 
as to the desirability of determining the income subject to 
tax on the basis of generally accepted accounting principles 
and while it appears that such a procedure is much to be 
desired, certain difficulties in the practical application of 
the policy as stated in the Bill are encountered. These dif- 
ficulties arise, not from any lack of soundness of such a 
policy, but solely as a result of the misconception on the 
part of non-accountants as to what is meant by accountants 
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when they use the term “generally accepted accounting 
principles’. 

Webster’s International Dictionary defines principle as “a 
fundamental truth; a comprehensive law or doctrine, from 
which others are derived, or on which others are founded”, 
and also as “a settled rule of action; a governing law of 
conduct”. 

Principle, when used by accountants in this sense, has 
been taken to mean “a governing law of conduct”. When 
used in a context similar to that in Bill 454, the popular 
definition appears to be “a fundamental truth”, such as has 
been developed from the study of the natural sciences. 

Accounting has been developed as a means of record- 
ing, in terms of money, business transactions and reporting 
the effect of such transactions upon the various aspects of 
the business entity in such a manner as to give the most 
accurate and fairest presentation attainable. As a nat- 
ural consequence of the development of accounting, a num- 
ber of principles, general in nature, have evolved which, 
while not codified or formally adopted, are generally ac- 
cepted by the profession. 

These principles are in the nature of general governing 
laws and provide the bases from which practices have been 
developed. For instance, H. A. Finney suggests that one 
of the principles is “cost is the proper basis for the ac- 
counting for assets and expenses, but adjustments to a 
going concern basis of valuation are sometimes acceptable”. 

It is generally agreed among accountants that while the 
cost figure may not be applicable in all circumstances, it is 
the reference point to which all value determinations must 
be related. In this sense, and using the definition given 
above, it may be said that this is one of the principles of 
accounting, 

One of the practices that has been developed from this 
principle is that inventories shall be valued at cost or mar- 
ket, whichever is the lower. An extension of the principle 
is that “cost” may be determined by using the average, 
FIFO, LIFO or such other method of inventory valuation 
as may be appropriate, having in mind the circumstances 
of the particular business and the practice within the in- 
dustry. A more recent and further extension of the prin- 
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ciple is that in some circumstances the figure for “market” 
need not be adjusted if it falls within certain limits. 

While the principle stated above may be generally ac- 
cepted, it is not capable of the precise definition and delin- 
eation usually contemplated in connection with a taxing 
statute. It seems reasonable to assume that what was con- 
templated when the bill was drafted was that the generally 
accepted accounting practices, based upon the general prin- 
ciples, would be the guides used in income determination. 
These practices are capable of determination by a court 
of law and can be set out in sufficiently precise terms as to 
be practicable. 

The inherent nature of business enterprises, with their 
many variations in conditions and policies even between 
similar businesses in similar lines of endeavour, render in- 
advisable a rigidly uniform application of accounting prin- 
ciples in all aspects to'all businesses. So to do would fail 
to take into consideration special circumstances which exist 
in almost every enterprise and might render the reports on 
its condition and activities inaccurate and, perhaps, mis- 
leading. 

The endeavour by accountants to utilize their knowledge 
of accounting principles and techniques and their experi- 
ence to the best of advantage in developing accurate and 
fair reports, has, perhaps, been the basis for the criticism 
that their practices are inconsistent and that there is no 
codified body of principles by which their reports and ac- 
counts are governed. Such criticism could have been over- 
come in some measure if accountants had expended more 
effort in the explanation of their practices and less in the 
development of practices to accomplish their objective. To 
this extent they may have brought such criticism upon 
themselves. 

However, accounting must continue to be flexible, adapt- 
ing itself to meet changing conditions and varying circum- 
stances as they appear. For this reason it is highly de- 
sirable that no attempt be made to reduce accounting prin- 
ciples and practices to a rigid and completely uniform code. 

In similar fields of business, certain accounting prac- 
tices have been. developed which are common to all busi- 
nesses in that field. In addition, accountants and others 
have attempted to narrow the sphere in which different 


130 





EDITORIAL COMMENT 


practices are operative by the development and statement 
of uniform practices. There are now many fields of ac- 
tivity in which practices are uniform and many more in 
which most of the practices are uniform. It should al- 
ways be borne in mind, however, that any given practice 
may have to be varied in the interests of accurate report- 
ing of special conditions which may exist in any particular 
enterprise. 

As stated earlier, accounting practices have as their 
objective the fair and accurate reporting of the effect of 
business activity. This means that accounting practices 
are followed to reflect the effect of business practices but 
are not, and should not be confused with, business prac- 
tices. A number of accounting practices are conventions, 
empirically developed, in the interests of reasonably fair 
and accurate income reporting and may be to some degree 
in conflict with business practices. Many business prac- 
tices have been and are developed to meet the exigencies 
of a particular situation and, if interpreted literally in the 
accounts, would have the effect of materially distorting the 
figure for the net profit of the year and years. 

Bill 454 if and when enacted, in its present form or as 
amended, will be a taxing statute and, if it is to be suc- 
cessful from the standpoint of the taxpayer and the Ad- 
ministration, must be capable of definite and accurate in- 
terpretation and application. It appears that the termin- 
ology of the present Section 4 of the Bill is not sufficiently 
well understood generally nor sufficiently precise to be used 
satisfactorily in a taxing statute. Therefore, some other 
term, such as “generally accepted accounting practices” or 
“generally accepted accounting practices applicable to the 
business or property”, will probably better serve the in- 
terest of taxpayers and the Administration. 


Further interesting consideration of the pro- 

Our posed income tax act is given by J. Grant 

Contributors Glassco, F.C.A. in an address published at 

this time. Mr. Glassco is first vice-president 

of the Ontario Institute and is past chairman of the 
Canadian Tax Foundation. 

A. A. Fitzgerald, F.I.C.A., whose article “Prospective 

Improvements in Financial Statements of Companies” is re- 
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printed from the November 1947 issue of The Australian 
Accountant, is the Editor of that journal, which is publish- 
ed monthly for the Commonwealth Institute of Accountants, 
The Australian Institute of Cost Accountants and The New 
Zealand Institute of Cost Accountants (Incorporated) by 
the Accountants Publishing Company Limited in Mel- 
bourne. This paper was delivered at the Perth Conference 
of the Australian and New Zealand Association for the 
Advancement of Science in August 1947. 


Earle C. King, Chief Accountant, Securities and Ex- 
change Commission of the United States, has made avail- 
able to us his address “Some Comments concerning the 
Presentation and Interpretation of Corporate Financial 
Statements” delivered to the New Jersey Society of Certi- 
fied Public Accountants in December 1947. He was moved 
to send this to us, apparently, having noticed the plight of 
our member (see Editorial Comment, December 1947) who 
“was discouraged by what he reads in the financial pages 
of newspapers”. 





The Proposed Income Tax Act 
By J. G. Glassco, F.C.A. 


ae TAX appeared in Canada just over thirty years 

ago: it goes back over a hundred years longer in Eng- 
land and the United States: but it is only within the last 
twenty-five years that it has come to play, in all three 
countries, a major role, in the social and economic life 
of these countries. 

We are apt, very naturally, to be concerned only with 
the revenue raising aspect of the matter, particularly how 
our own pockets are affected and we may thus overlook the 
more important long-term consequences of our tax policy. 
An example is the failure of the law to permit deduction to 
business for losses arising from obsolescence of fixed assets. 
With tax rates where they are, industry will not freely face 
such losses and the overall quality of our productive ma- 
chine will suffer as a result. The possible consequences in 
terms of cost of living, export trade, employment and so 
on are real and very important. 

We should recognize income tax for what it is. Not 
merely a device for raising the bulk of the federal revenues 
but also an instrument of social and economic policy. It 
has become so, partly as a result of the increase in its rates 
to levels which would have been unthinkable thirty years 
ago, but also by the grafting on of special provisions from 
time to time. Let me review very briefly what has hap- 
pened to our Act since its introduction in 1917. 

The original Act was relatively simple and the exemp- 
tions were briefly stated and easily understood and re- 
membered. Higher rates called for a host of special case 
legislation such as the allowance for medical expenses, the 
notch provisions for husband and wife and the expedient 
of a gift to the Crown. If these have become complicated, 
it is basically due to an attempt by Parliament to be fair 
and to relieve hard cases. Oné could only wish that this 
had been accomplished in a more simple fashion but it is not 
as easy as it looks. 

Over the years, the Act has had certain special taxes 
grafted on to it. Examples are the exchange tax of 1933, 
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the gift tax introduced in 1935 and recently the Alberta 
Bond tax. 

Next, let us consider some of the more important 
examples of the use of the law for non-tax ends. Under 
the heading of social and economic objectives we might list 
the original exemptions for Dominion Government annu- 
ities, pension fund legislation, encouragement of limited 
dividend housing companies, exemptions for charitable do- 
nations, co-operatives, exemptions for Canadian parents 
with foreign subidiaries or businesses (to keep them in 
Canada) and the incentives for scientific research. Under 
the head of pump priming we might list the various meas- 
ures taken since 1936 to encourage mining and the capital 
expenditure allowance of 1939. 

Further provisions of the law have as their purpose 
some special war, reconversion or anti-inflation object. In 
this group are the special provisions for base metal and 
strategic minerals production, deferred maintenance, the 
War Contracts Depreciation Board and post-war double 
depreciation, the forced savings features of the earlier war 
years and collection at the source. 

If all these provisions which represent the use of the 
law for non-tax purposes are added together, we find that 
they account for a very substantial part of the total lan- 
guage of the Act. Speaking generally, the proposed law 
makes no major changes in the policy underlying these 
various provisions, except perhaps I should mention the 
proposed change in the basis of depletion allowance to metal 
mines which represents obviously less favourable treatment 
than this class of enterprise has become accustomed to. 


There are several other matters relating to the develop- 
ment of the legislation since 1917 which I should mention 
as they have an important bearing upon the proposed Act. 
The first is the development of the discretionary power of 
the Minister, which proceeded at an accelerating rate 
through the war and was the principal matter under dis- 
cussion when a Committee of the Senate investigated the 
Income Tax Act several years ago. Under the present Act 
there are nearly one hundred different discretions granted 
to the Minister. Some of these are totally unobjectionable, 
being necessary to the proper administration of the law, but 
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a number of others appear unnecessary and have given rise 
to very considerable dissatisfaction. 

The main complaint has been that the granting of dis- 
cretion creates an arbitrary power in the Minister and un- 
less the Minister acts in an unjudicial manner, which is 
usually very hard to prove, the taxpayer is prevented from 
carrying the matter further. The courts will not inter- 
fere where, by the Act, the decision has been left to the 
discretion of an administrative official. 


Another major cause of discontent on the part of the 
taxpayers was the use of a discretionary provision in draft- 
ing legislation as an alternative to spelling out a difficult 
section of the law. This became very pronounced during 
the war years when the Department was under pressure, 
but it certainly brought about in some cases a result quite 
different from that envisaged in the budget resolutions 
placed before Parliament by the Minister of Finance. This 
practice in fact became so general in the war years that, 
perhaps by inadvertence, discretions were granted where 
the matter in question was clearly determinable on the facts. 
An example is the provision for an allowable deduction, 
providing that in the opinion of the Minister a certain tax 
has been paid to a Province. 

The reaction to all this has been violent and complete 
and obviously the present Minister of Finance has in- 
structed his committee to take all discretions out of the 
Act. So we find that the new bill refers to the allowability 
of deductions “reasonable in the circumstances” instead 
of in the discretion of the Minister. 

The Australian law provides a solution which is an al- 
ternative to the abolition of the discretionary power, but 
which probably amounts to the same thing in the end. This 
provision simply states that wherever a taxpayer objects 
to the manner in which the discretionary power has been 
exercised by the Minister, he may appeal the assessment 
and upon such appeal, the court shall regard the Minister’s 
discretion as never having been exercised and shall itself 
exercise the discretion vested in the Minister under the stat- 
ute. Under our new law, there will have to be a decision 
made by the administration on every doubtful point. It 
is not dignified by being called the exercise of a discretion 
but obviously there is a matter of judgment and decision 


Marcu, 1948. 135 





THE CANADIAN CHARTERED ACCOUNTANT 


inherent in every assessment of this nature. The dissatis- 
fied taxpayer will appeal the assessment and the reason- 
ableness or propriety of his claims will be passed upon by 
the new Board of Tax Appeals. I think once the right of 
appeal and review by the court of the subject matter of any 
dispute has been secured, it is of little importance to the 
taxpayer whether the statute purports to grant a discre- 
tion or not. 

There is one aspect of this matter that has received 
very little comment and that is the probable effect upon the 
administration of the abolition of discretionary power. 
Where in the past there has been plenty to complain of, 
there have been countless exercises of discretion in favour 
of the taxpayer which required the assumption of real re- 
sponsibility by the administration. It may be that the 
changes which are now made will dispose the tax officials 
to take a more negative view and throw the responsibility 
for making a decision upon the Board of Tax Appeals. 
Frankly, I think this is likely to happen and the only cure 
for it will be the development of a body of precedents and 
case law by the Appeal Board which will constitute a pat- 
tern for both the administration and the taxpayer. We 
may therefore go through several pretty confused years but 
when this pattern has been developed, there should be a de- 
gree of uniformity which could never be reached under the 
old system. 

There is another problem which accounts for a consid- 
erable degree of complexity in both the old and the new 
law. This is most clearly explained by contrasting our 
scheme of income taxation with that of England and the 
United States. Under the English system the earnings of 
corporations are in effect taxed only once so that when a 
corporation has paid its taxes, the revenue is no longer 
concerned with what happens to the accumulated surplus 
of the corporation. There is no capital gains tax in Eng- 
land. The American law, which like ours imposes double 
taxation on corporate profits, also taxes capital gains and 
for that reason that law has never been concerned with 
undivided profits in the sense in which I am speaking. If 
a U.S. corporation is wound up and undistributed income 
received by the shareholders, they are taxable thereon as 
a capital gain. 
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Our law in the first instance contained no provisions 
with respect to the withdrawal of earnings from corpora- 
tions other than by dividend: there was no pattern of this 
sort in either the United States or the English law for the 
reasons I have stated. Suddenly the taxpayers of Canada 
woke up to the fact that the way to escape the double tax- 
ation was to refrain from declaring dividends and when 
a tidy sum of profits had been accumulated, to wind the 
company up, recapitalize it, redeem the capital, borrow 
the funds or do something else to get the money into their 
hands without declaring a dividend. This led to the en- 
actment of a whole series of preventive sections which in 
the present Act are numbers 13 to 20, which provided that 
when any of these things was done, the shareholder would 
be deemed to have received a dividend and be taxed ac- 
cordingly. It is fair to say that these preventive provisions 
have given more trouble in connection with corporate tax- 
ation than any other part of the law. They have been 
subject to widespread avoidance and their treatment in the 
new bill still leaves much to be desired. 

There is a basic difficulty here which no legislation of 
a preventive nature can cure. So long as our economy 
is healthy, companies are going to expand by plowing back 
earnings. This means that in the course of time a substan- 
tial part, perhaps a preponderant part of the equity of 
successful corporations may be represented by what is 
called undistributed income. The government has estab- 
lished a sort of tax lien over this undistributed income of 
a most severe nature and in time the liability becomes so 
great that it becomes in many cases difficult or impossible 
to deal effectively with a change of ownership. It is this 
problem which Parliament attempted to cure first in 1930 
as a pump priming measure by giving corporations a free 
run for two or three years to distribute their surplus with- 
out tax, and again recently, under what is known as the 
Ives Commission legislation where the same privilege was 
extended, although in circumscribed form upon the pay- 
ment of a tax by the corporations running from 15% to 
33%. It is inevitable that the problem will recur so long 
as our present double taxation of corporate income con- 
tinues and I regard this as one of the most serious problems 
for the future. 
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It is clearly the consensus of opinion of those who have 
studied the question that the men responsible for drafting 
the new income tax bill have done a first-class job. The old 
law was consolidated in the 1927 statutes and has been 
amended almost every year since then, so that it became a 
jumble of legislation without much apparent order and ex- 
tremely difficult to follow, even for the expert. Further, 
some of the new provisions instead of being enacted as 
amendments of the existing law became in effect new laws 
of their own. For instance, the special provisions for 
mines, oil and gas wells referred to in the 1947 budget, are 
enacted as section 16 of the 1947 Amending Act instead 
of being made a part of the Income War Tax Act. 

In the drafting of the new bill there is a very clear at- 
tempt to produce order out of chaos. In Part I, which deals 
with the income tax proper, the Act commences by defin- 
ing income, first by a general statement and then by sec- 
tions specifying what is included and what is not included 
in income. The next logical step is the transition from in- 
come to taxable income and the tax is laid upon the latter 
figure. 

Then follow the provisions relating to the computation 
of the tax, returns, assessments, payment and appeal and at 
the end of this part are gathered together the exceptional 
cases and special rules which so badly clutter up the present 
Act. These special cases include trustees and estates, per- 
sonal corporations, investment companies, -N.R.O. compan- 
ies, scientific research, co-operatives, pension funds, min- 
ing companies, oil and gas wells, etc. 

Part II of the Act deals with the Canadian income of 
non-residents: Part III contains our old exchange tax: 
Part IV, the gift tax: Part V, the administrative and en- 
forcement sections: Part VI, tax evasion: Part VII, in- 
terpretation and Part VIII the transitional provisions. There 
are two schedules to the bill relating respectively to the 
Income Tax Appeal Board and appeals to the Exchequer 
Court. 

I don’t think there is any doubt that this is a good 
framework. While it is probably never going to be easy 
for the layman to read the Act and determine just where 
he stands, it is going to be very much easier for those who 
normally refer to the law to find their way about. 
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Apart from the re-arrangement and clarification of the 
law, the bill in its present form does not reflect many 
changes of policy. The most important one of course is 
the matter of discretion but there are several others, in- 
cluding new approaches to old problems, which will be of 
interest to you. 

In its general statement as to the meaning of income, 
there appears a provision that income from a business is 
to be determined in accordance with generally accepted ac- 
counting principles. The purpose of this change was to 
meet the complaint that the old language, and the juris- 
prudence in the English, South African and Australian 
courts with respect to similar language, had the effect of 
excluding as allowable deductions certain charges which 
to a businessman were obviously proper. Section 6(1) (a) 
provided that no deduction was to be made in respect of 
an expense unless the same was “wholly, necessarily and 
exclusively laid out for the purpose of earning the income”’. 
These words are so restrictive that they require disallow- 
ances so sweeping that the administration never in fact 
dared make them. For example, premiums on fire insur- 
ance are not wholly, necessarily and exclusively laid out for 
the purpose of earning the income. Further, the courts 
have held that the words “the income” mean the income of 
the year in question, so that if an expense laid out in De- 
cember bears fruit only in January, it is to be disallowed. 
Finally, the judicial concept of income has always been 
aimed in the direction of gross income rather than net 
profit and hence there have been occasions on which ex- 
penses have been disallowed if they were designed to re- 
duce expense rather than produce gross income, all of 
which, as you will admit, is very unsatisfactory. 

In the new bill, this section has been changed materially 
and the limitation is now expressed in the following words 
“no deduction shall be made in respect of an outlay or ex- 
pense to the extent that it was not made or incurred in 
gaining or producing income from property or a business”. 
You will see that some of the difficulties have been over- 
come, although perhaps not all of them. With that broad- 
ening, however, the statement contained in the general defi- 
nition of income as to generally accepted accounting prin- 
ciples may be of little practical value but it seems to me 


MagcH, 1948. 139 





THE CANADIAN CHARTERED ACCOUNTANT 


that it may come to have a totally different importance in 
connection with the type of accounting followed by tax- 
payers. 

There has never been any clear statement in the law as 
to the use of a cash basis as against an accrued basis and 
in a recent case the Exchequer Court went so far as to 
suggest that there was no sanction in the Act for anything 
but a cash basis. I think any fair-minded person would 
agree that the taxpayer should be under the necessity of 
adopting a method of accounting which will reasonably re- 
flect his true income and there would be shouts of dismay 
from all of you if your principal competitor were able to 
cut his income tax in half by adopting the cash basis. I 
think it likely therefore that section 4 of the Bill may be 
extended to provide that income from a business shall be 
determined in accordance with generally accepted account- 
ing procedures applicable to that particular business. If 
that should come to pass, there will be a useful and neces- 
sary weapon in the hands of the government. Apart from 
this, it cannot but help to have a general statement of this 
nature in the Act and I think it will probably have some 
bearing upon the general line which the Appeal Board will 
take in borderline cases which are referred to it. 

The treatment of bad debt reserves has been substan- 
tially changed. Under the new bill, you take into income 
each year the reserve that you were allowed in the previous 
year and you are entitled to deduct the bad debts you write 
off during the year plus a reserve of reasonable proportions 
in respect of the accounts at the end of the year. The 
onus is on the taxpayer to demonstrate each year the rea- 
sonableness of the reserve he claims. The transitional pro- 
visions provide the taxpayer with an opportunity of ar- 
guing that im the first year of the operation of the new 
law, any pre-existing reserve shall be carried into income 
only to the extent which may be reasonable in the circum- 
stances. Thus the reserve provided out of surplus or set up 
in loss years may not have to bear tax in 1948, but again 
the burden of proof is to be assumed by the taxpayer. 

The loss carry-over provisions of the present Act are 
still pretty new but some of the difficulties are beginning 
to emerge and they are very much more serious than had 
been expected. The first of these lies in the definition of 
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business losses. The administrative interpretation of the 
present law is that a business loss is a loss after taking 
into account any exempt income. This means that in effect 
the exempt income becomes taxable and the new bill at- 
tempts to make it clear that the business loss is to be de- 
termined in exactly the same manner as is taxable income. 
What the businessman wants obviously is an averaging of 
income and I think that is what most of us thought we were 
getting. It seems we were wrong and even if they correct 
the treatment of exempt income, there remains an extreme- 
ly difficult situation with regard to tax credits in respect 
of foreign tax on income earned abroad. These so-called 
foreign tax credits available under section 8 of the present 
law are simply deductions from the tax otherwise payable. 
It is possible for a corporation to receive dividends from 
abroad in respect of which the foreign tax credits will vir- 
tually wipe out the Canadian tax liability thereon: but if 
the dividends are received in a year in which the results of 
the Canadian business throw the overall position into a loss, 
there is no tax from which the foreign tax credits may be 
deducted. However, the loss, which has been reduced to 
the extent of the foreign income, is carried back or forward 
but there is no way of having the tax credits follow the in- 
come. Thus you reach a point where Canada taxes the 
foreign income in the long run and the taxpayer receives 
no credit for the taxes already paid to the foreign jurisdic- 
tion. I will not go into them but there are several other 
matters concerning the loss carry-over which are extreme- 
ly complicated and on which further work will have to be 
done if equity is to be achieved. 

Finally, I should say a word about section 32A. You 
probably all know this section by name — it is the govern- 
ment’s biggest and best scarecrow and was introduced 
during the war to try and make taxpayers get on with 
the job of producing munitions and stop wasting time try- 
ing to save money on their tax bills. When Mr. Ilsley in- 
troduced the section which says, in effect, that the govern- 
ment can do almost anything it likes, he admitted that it 
should have no place in a peace-time tax structure but the 
draftsmen of the new Act have apparently not been in- 
structed to take it out and it is found in approximately 
the same form in section 108. I think if there is one thing 
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that the public should protest, it is the continued inclusion 
in our tax law of such a vague and indefinite threat to the 
taxpayer. There can be no certainty in our law so long as 
this section exists and if it is not removed, I predict that 
it is going to work out in a very curious way. The timid 
taxpayer, advised by his able but conservative solicitor, is 
going to refrain from doing things he wants to do and 
should be able to do because of the fear of attack; and 
that is going to stifle a considerable amount of legitimate 
business. The more cynical, better informed and perhaps 
less scrupulous taxpayer, is going to regard the section as 
an empty threat. He will say that the Treasury Board can- 
not possibly carry out the duties laid upon it by the section 
and that the section therefore is unworkable; he will there- 
fore go ahead and do things which he is otherwise entitled 
to do. I suggest that in not one in one hundred cases of 
obvious and objectionable evasion will section 108 operate 
to impose a. punishment. 

There has always been a tendency to try to legislate for 
the particular case, to block the rat holes, and we have had 
so much of it that we have reached a point where legitimate 
business may be seriously hampered in its proper objec- 
tives. I cannot think of a better note to close on than this 
because I think it of paramount importance to us all that 
Parliament should legislate in clear terms who and what 
it is going to tax and that no reliance should be placed upon 
the existence of any arbitrary power. Until such a state 
is reached our whole income tax system will hobble along 
in second gear. 





Prospective Improvements In Financial 
Statements Of Companies 


By A. A. Fitzgerald 


(A paper delivered at the Perth Conference of the Aus- 
tralian and New Zealand Association for the Advancement 
of Science, Section G, August, 1947) 


Introductory 

Between 1942 and 1945 a series of ten recommendations 
on accounting principles was issued to its members by the 
Council of the Institute of Chartered Accountants in Eng- 
land and Wales. The fact that the Institute had seen fit 
to make recommendations was in itself remarkable, be- 
cause, although the Institute had received its charter as 
long ago as 1880, it had never until 1942 issued any recom- 
mendation relating to principles of accounting. 

Even more interesting is the nature of the recommenda- 
tions. Apart from the first two of the series (which con- 
cerned two points which are not of particular interest in 
Australia) the recommendations dealt with the following 
matters: 

The treatment of taxation in accounts; 

The inclusion in accounts of proposed profit ap- 
propriations; 

Reserves and provisions; 

Disclosure of the financial position and results of 
subsidiary companies in the accounts of holding 
companies; 

Form of balance sheet and profit and loss accounts; 
and 

The valuation of stock-in-trade. 

Each of these topics was dealt with from the standpoint 
of the published financial statements of limited companies, 
and the recommendations were made in the hope that they 
would be “helpful to members in advising directors as to 
what is regarded as the best practice.” 

In August, 1946, the Institute of Chartered Accountants 
in Australia followed suit by the issue of a small brochure 
containing recommendations differing little, except in order 
of arrangement, from those of the English Institute, and 
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in November, 1946, a “first supplement” to the brochure 
was issued. The Australian recommendations cover the 
same ground as the English recommendations, except that 
valuation of stock-in-trade has not yet been covered. 

It may confidently be expected that the recommenda- 
tions of the institutes will result in a substantial and rapid 
improvement in the general standard of company financial 
statements in England and Australia. In many respects, 
the recommendations do not go much further than the best 
models of balance sheets and profit and loss statements 
which have been voluntarily adopted by some companies, 
or than the specific requirements of the Victorian Com- 
panies Act, 1938. But they give authoritative endorse- 
ment to those models and the existence of such an endorse- 
ment will go a long way towards raising the general stan- 
dard up to the level of the best practice. Moreover, in some 
very important respects the recommendations are an ad- 
vance on even the best statements so far issued. 

The improvements which may be expected to flow from 
the issue of the recommendations are the elimination of 
obscurities resulting from ambiguous accounting termin- 
ology, better grouping of items in balance sheets, insistence 
on consistency from year to year in the applications of 
accounting doctrine, and the virtual abandonment of the 
practice of creating and using secret reserves. 

The following important features of the recommenda- 
tions are selected for brief discussion in this paper. 

I. The distinction between “reserves” and “provisions” 

and the purposes of such a distinction. 
II. The “valuation” of stock-in-trade for balance sheet 
and profit and loss statement purposes. 
III. The disclosure of reserves. 
I 

In the past, the term “reserve” has been greatly misused 
and over-used in accounting. For a long time, the single 
term “reserve” was used to describe a variety of ledger 
accounts, of different natures and purposes, including: 

(a) profits or other surpluses withheld temporarily from 

distribution to shareholders; e.g., General Reserve, 
Dividend Equalisation Reserve; 

(b) “capital” profits not available for distribution to 

shareholders; e.g., profits on sale of portion of the 
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capital equipment, “book profits” on revaluation of 
assets; 
(c) estimated liabilities; e.g., reserve for taxation; and 
(d) estimated diminution in value, through use or ob- 
solescence, of “fixed” assets; e.g., reserve for de- 
preciation. 

Some thirty years or so ago, recognising the need to dis- 
tinguish between surpluses on the one hand and provisions 
for known liabilities or diminution in assets on the other, 
some accountants began to use the expression “provisions” 
to describe ledger accounts of kinds (c) and (d) and to 
limit the use of the term “reserve” to kinds (a) and (b). 
At the same time, they distinguished between a “reserve” 
and a “reserve fund” by using the term “reserve fund” only 
in cases where a “reserve” was specifically represented by 
readily realisable and earmarked assets. Another school 
of thought had distinguished between a “reserve” and a 
“reserve fund” by defining a reserve fund as an appropria- 
tion of profit, and a reserve as a charge necessarily made in 
determining profit. This alternative basis of distinction 
was thus similar to, though not identical with, the new dis- 
tinction between a provision and a reserve- 

The use of the term “provision” has been steadily in- 
creasing in recent years and it has become firmly establish- 
ed in accounting terminology; but many accountants have 
clung tenaciously to the idea that “reserve” can properly 
be used with several meanings. The recommendations of 
the institutes have settled this controversy. 

“A true appreciation of the financial position of a 
company as disclosed by its balance sheet may be render- 
ed difficult or even impossible owing to lack of informa- 
tion as to the extent of undisclosed reserves and to in- 
sufficient distinction being made between (a) free re 
serves retained to strengthen the financial position or to 
meet unknown contingencies; (b) capital reserves or 
other reserves not normally regarded as available for dis- 
tribution as a dividend; (c) provisions for known con- 
tingencies; and (d) provisions for reductions in book 

value of assets in excess of normal or estimated require- 

ments. 

“The terms ‘reserves’ and ‘provisions’ are commonly 
regarded as interchangeable. Accounts would be more 
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clearly understood if the term ‘reserve’ were applied only 
to reserves which are free, and the term ‘provision’ were 
confined to amounts set aside for specific requirements. 
“Unless the amounts involved are stated, the trend of 
profits may be obscured by transferring amounts to or 
from undisclosed accounts of the nature of free reserves, 
by charging abnormal provisions or by utilising pro- 
visions no longer required. 
“It is therefore recommended that— 

(1) The following distinction should be made between 
reserves which are free and those in the nature of 
specific requirements; the latter should preferably 
be described as ‘provisions’ ; 

(a) the term ‘reserve’ should be used to denote 
amounts set aside out of profits and other sur- 
pluses, which are not designed to meet any 
liability, contingency commitment, or diminu- 
tion in value of assets known to exist as at the 
date of the balance sheet; 
the term ‘provision’ should be used to denote 
amounts set aside out of profits or other sur- 
pluses to meet— 

(i) specific requirements the amounts whereof 
can be estimated closely; and 

(ii) specific commitments, known contingencies 
and diminutions in values of assets exist- 
ing at the date of the balance sheet where 
the amounts involved cannot be determined 
with substantial accuracy. 

Reserves, as definied in (1) (a) above should be dis- 

closed in the balance sheet. 

The term ‘reserve fund’ should only be used where 

a reserve is specifically represented by readily real- 

isable and earmarked assets. 


‘As a general principle, ‘provisions’ as defined under 
(1) (b) (ii) should be disclosed in the balance sheet 
under one or more appropriate headings. 


Where reserves are created or increased, the 
amounts involved, if material, and the sources from 
which they have been created or increased, should 
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be disclosed in the accounts. In all cases the utilisa- 

tion of reserves, and of provisions proved to have 

been redundant, should be disclosed in the accounts.” 
The English version includes also the following: 

“Only in circumstances where disclosure of the amount 
of a particular provision would clearly be detrimental to 
the interests of a company should it be included under 
another heading, for example, ‘Creditors’; the fact that 
such heading includes ‘provisions’ should then be in- 
dicated in the narrative.” 

The definitions of “reserve” and “provisions” used in 
these recommendtions are not formally perfect. The 
word “value” is used in a technical sense, as indicating, in 
respect of “fixed” assets, the unamortised cost of the asset, 
that is, the “value” remaining after porion of the cost has 
been charged to profit and loss account, as an expired cost, 
by means of provisions for depreciation. Moreover, since 
“provisions” include provisions for depreciation (which are 
costs and not “set aside out of profits”) as well as pro- 
visions for taxation and proposed dividends (which are 
“set aside out of profits”), it would have been preferable if 
the first part of the definition of “provisions” had been— 

“amounts charged against or set aside out of profits 

or other surpluses.” 
But the recommendations are intended to be used by 
accountants and there is little risk that technical aspects 
of the definitions will be misunderstood by accountants, 
particularly as it is made clear in other parts of the recom- 
mendations that “value” is used in its accounting sense and 
that provisions include provisions for depreciation. 

Fundamentally, a balance sheet consists of three groups 
of items only— 

(a) Assets; 

(b) Liabilities; 

(c) Net worth, shareholders’ funds, capital, surplus and 

reserves, or proprietorship. 

The significance of the recommendations regarJing “re- 
serves” and “provisions” is that it preserves this division. 
True reserves are part of net worth; provisions are either 
estimated liabilities or negative assets. Clear distinction 
between “reserves” and “provisions,” and insistence on 
disclosure of reserves and of transfers to and from re- 
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serves or provisions, will eliminate confusion caused by 
mixed groups or by uncertainty whether a specific item is 
a true reserve. And it will no longer be possible to con- 
ceal the existence of a reserve by the simple device of 
calling it a provision or grouping it with provisions. 

II 

In the preparation of a profit and loss account, stock-in- 
trade unsold or unused at the end of the period covered 
must be brought to account. In effect, though it may be 
shown as a credit in the account, it is a deduction from the 
cost of the stock acquired during the period. In the balance 
sheet prepared as at the end of the period, stock-in-trade 
unsold or unused at that date is included as an asset. 

One of the oldest and most respected rules of account- 
ing is that, for both profit and loss account and balance 
sheet purposes, such stock-in-trade should be valued at 
“cost or market, whichever is the lower.” The rule has its 
origin and its justification in the natural desire of ac- 
countants to avoid over-optimism and to lessen risk that 
dividends may be paid out of capital. Hence the “doctrine 
of conservatism” in accounting—profits must never be 
anticipated, possible losses must always be provided for. 

It is difficult to defend the rule on logical grounds, 
and it has often been attacked, mainly by the academics. 
Some maintain that the only proper basis for “valuation” 
of stock-in-trade in either the balance sheet or the profit 
and loss account is cost; others have arguéd that estimated 
net selling value should be used, whether it is below or 
above cost; some have questioned whether it is absolutely 
essential that the same basis should be used for both the 
balance sheet and the profit and loss account, and have 
been inclined to use cost only as the basis for the profit 
and loss account and estimated net selling value only as 
the basis for the balance sheet. 

Amongst practitioners there has been some uncertainty 
whether “market value” should be interpreted as esti- 
mated replacement cost or estimated net selling value; 
and there are obvious practical difficulties in the ascer- 
tainment of cost, replacement cost, or selling value. 

Despite these attacks and despite its evident weaknesses, 
the rule is so well entrenched that it has come to be known 
as the “golden rule of stock valuation,” and there is little 


148 





IMPROVEMENTS IN FINANCIAL STATEMENTS 


prospect that theoretical arguments will shake the faith 
in it of the great majority of practical accountants. In- 
deed, it is significant that, though the recommendations of 
the English institute are carefully designed to clear up 
uncertainties as to the interpretation of the rule, it is 
accepted without discussion as the usual basis for stock 
valuation. 

Whatever may be thought of the rule as an accounting 
device, it has been used as an instrument of financial prud- 
ence in an even more conservative way than the words 
“cost or market, whichever is the lower” can strictly 
justify. The basis of valuation of stock-in-trade is given 
in many company balance sheets as “at or below cost,” 
a distortion of the rule which obviously presents special 
opportunities for creation of secret reserves and for secret- 
ly drawing on such reserves when necessary in order to 
bolster-up the disclosed results of a bad trading year. 

Here, again, the recommendations of the English in- 
stitute will be most useful in checking excessive conservat- 
ism and in removing both the temptation and the opportun- 
ity for manipulation of secret reserves. They emphasize 
the need for consistency in application of the basis of 
valuation adopted; they accept valuation at the lower of 
cost or market value as the usual basis for balance sheet 
purposes; and, for profit and loss purposes, they say: 

“Profit or loss on trading is the difference between 
the amount for which goods are sold and their cost, 
including the cost of selling and delivery. The ulti- 
mate profit or loss on unsold goods is dependent upon 
prices ruling at the date of their disposal, but it is essen- 
tial that provision should be made to cover anticipated 
losses.” 

They make it clear that “market value” should be in- 
terpreted as estimated selling price, less expenses yet to be 
incurred in respect of the stock. 

They conclude with the following vitally important 
clause: 

“Whatever basis is adopted for ascertaining cost or 
calculating market value, it should be such as will not 
distort the view of the real trend of trading results 
and should be applied consistently regardless of the 
amount of profits available or losses sustained. Any 
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reduction in stock values which exceeds the provisions 
embodied in the above recommendations is a reserve 
and should be shown as such in the accounts.” 


Thus, there may be both a provision for expected loss 
on realisation of stock and a stock reserve. The provision, 
designed to reduce cost value to the lower of cost or net 
selling value, is a proper deduction from the asset, stock- 
in-trade; the reserve, designed further to safeguard a 
company from unexpected future losses on realisation, is a 
true reserve which should be included in the “net worth” 
group in the balance-sheet. Amalgamation of the provision 
and the reserve into one deduction from the asset would 
involve the creation of a reserve, concealed by describing it 
as a provision; amalgamation of the asset, the provision 
and the reserve into one item, described as “stock-in-trade, 
at cost or less,” would involve the same concealment. 

III 

The methods most commonly used for creation of secret 
reserves are: 

(a) Concealed under-valuation of assets by excessive 

provisions for depreciation (fixed assets) or losses 
on realisation (stock-in-trade) . 

(b) Concealed over-statement of liabilities by excessive 
provisions for liabilities, such as taxation. 

(c) Misdescription of reserves as provisions, or the in- 
clusion of reserves in a balance sheet in a group 
of liabilities. : 

(d) Mingling together in one group reserves and pro- 
visions in such a way as to make it impossible 
to discover what part of the mixed group consists 
of true reserves. 

Secret reserves, so created, may be drawn upon, with- 
out disclosure, by transfers from true reserves to provi- 
sions, thus making it unnecessary to charge provisions 
against the profits of the period in which the transfer is 
made. Secret reserves created in prosperous years by 
large provisions for taxation which were subsequently 
found to be excessive and were drawn upon by gradually 
bringing them back to the credit of profit and loss account 
in years of depression were the devices which called forth 
trenchant judicial comment in the Royal Mail Steam Packet 
Co. Ltd. case. In that case, Mr. Justice Wright criticised 
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the tendency to treat shareholders as “sheep who would 
look up if they were not fed,” and, referring to the so-called 
“taxation reserves,” he said: “It might be that there was 
a reason for calling them reserves. If they were reserves 
they were undistributed income, and if they were undis- 
tributed income they could be used for paying dividends.” 
The point on which the case turned was not so much that 
the reserves had been secretly created as that they were 
secretly used and investors were thus kept in ignorance 
of the fact that current operations of the company were 
being conducted at a loss. 

But if secret reserves cannot be secretly used there is 
little point in keeping them secret. The old supposed 
justification of secret reserves was that they were in the 
true interests of shareholders. Everybody so enthusiastic- 
ally applauded reserves as an aspect of financial prudence 
that they were inclined to welcome reserves of all kinds, 
whether disclosed or secret. In fact, the merit attribut- 
able to the reserves was often, more or less unconsciously, 
transferred to the secrecy. Nowadays, no one questions 
the need for reserves, but, as the recommendations of the 
institute show, secrecy is not acceptable. So the secret 
reserve is on its way out from company financial state- 
ments. 

The recommendations of the institutes are aimed at 
both the creation and the use of secret reserves. The 
distinction between reserves and provisions, the recom- 
mended disclosure of provisions under appropriate head- 
ings, and, above all, the emphasis on consistency in the 
application of bases of valuation of stock-in-trade will all 
help. Particularly interesting is the indication that, when 
a provision is excessive, the excess should be treated in the 
accounts as a reserve. One specific instance of this is the 
writing down of stock-in-trade below the figure determined 
by the application of the “cost or market” rule. Another, 
of the same kind, is contained in the recommendations 
relating to provision for depreciation of fixed assets and 
its disclosure in financial statements. 

Depreciation in accounting is a provision for expired 
cost of a long-lived asset; that part of the cost of the 
asset which has been used up in the earning of income is 
treated as expired cost; that part which has not yet been 
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used up is carried forward in the balance sheet with the 
intention that it will be charged against future earnings. 
Depreciation provisions are thus based on the known cost 
of the asset and on estimates of its effective service life and 
its realisable value when finally retired. These estimates 
are difficult, but there are recognised ways of making them 
and of spreading the cost of a long-lived (‘fixed’) asset 
over its service life. 

Three important points should be emphasised: 

(a) Depreciation is an apportionment of historical 
cost; it has nothing to do with estimated replace- 
ment cost. 

(b) Estimates of the effective life of an asset depend 
upon knowledge and experience of the rate at which 
equipment of particular kinds will wear out or 
become obsolete. 

(c) Depreciation is not concerned with unforeseen 
obsolescence. 

Nevertheless, in the interests of financial prudence, it 
may be desirable for profits to be retained in order to 
safeguard a company against financial strain because of 
increases in replacement costs of its plant or a sudden 
unforeseen obsolescence. The distinction here is clear. In 
determining profit, accounting must provide for deprecia- 
tion as it occurs; financial management may decide, in 
addition, to reserve part of the determined profits as re- 
serves against contingencies. Hence the recommendation: 

“Amounts set aside out of profits for obsolescence 
which cannot be foreseen, or for a possible increase in 
the cost of replacement, are matters of financial prud- 
ence. Neither can be estimated with any degree of 
accuracy. They are in the nature of reserves and 
should be treated as such in the accounts.” 

Creation of secret reserves by over-statement of liabili- 
ties or by including reserves in the liabilities group will 
be made more difficult if the recommendations are carried 
out, because one recommendation is that items in the 
“current liabilities and provisions” group should be classi- 
fied to disclose their nature and amount. Concealed use 
of secret reserves by transfers from reserves or redundant 
provisions will be made more difficult by the recommenda- 
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tions relating to reserves and provisions and by the further 
recommendation that the profit and loss statement should— 

“disclose any material respects in which it includes ex- 

traneous or nonrecurrent items or those of an excep- 

tional nature, and should also refer to the omission 
of any item relative to, or the inclusion of any item 
not relative to, the results of the period.” 

The issue of the recommendations is an outstanding 
event in the evolution of accounting, because it brings the 
full weight of the organised profession to the support of 
individual accountants in their attempts to influence for the 
hetter the form and contents of company statements. 

But, lest too much be expected all at once from the 
recommendations, it should be emphasised—as a preamble 
to one of the recommendations does emphasise—that, sub- 
ject to compliance with Companies Acts (which specify 
bare minima), the form in which company statements are 
submitted to shareholders is a matter within the discretion 
of directors. The best that accountants and auditors can 
do is to advise directors as to good practice. Their 
efforts in persuasion will be more likely to succeed now 
that they can all speak with one voice and that they can, 
when necessary, appeal to the recommendations for authori- 
tative support. But it will still be necessary to convince 
some boards of directors of the need for improvement in 
their financial statements to their shareholders and of the 
ways in which that improvement can be effected. How- 
ever, many large companies have already gone a long way 
in the right direction, and there has been a tremendous 
improvement in the form of company balance sheets in 
Australia during the last ten years or so. It may be 
expected that the immediate result of the issue of the 
recommendations will be that many more will follow the 
good examples, and that, within a few years, uninformative 
or unskilfully prepared company financial statements will 
be rare exceptions. 

Since this paper has been prepared for a meeting mainly 
of economists, another note of warning may be sounded. 
Financial statements are prepared primarily for the in- 
formation of shareholders; and the recommendations are 
designed to increase their value for that purpose by 
codifying and clarifying accounting doctrine. Like any 
other “special-purpose” statements, they may need to be 
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used, in the absence of more suitable material, for pur- 
poses other than their primary purpose. The recommenda- 
tions may result in changes which may make the state- 
ments more suitable for those other purposes; but they 
will not change accounting theory and the best accounting 
practice. On the contrary, they will reinforce existing 
accounting concepts of profit, value, capital and assets. 
Between these concepts and those of the economists there 
are wide gaps which the recommendations do not bridge. 
Accounting statements are, in part, records of fact, and 
in part expressions of opinion. It is not desirable, for 
accounting purposes, either that they should become en- 
tirely statements of fact or entirely expressions of opinion. 
It is desirable that, in so far as they are expressions of 
opinions, the opinions should be reached by the applica- 
tion to the recorded facts of informed judgment based on 
experience and on doctrines consistently applied from year 
to year and from case’ to case. This is the real objective 
of the recommendations. A balance sheet does not pur- 
port to contain a statement of assets at realisable values 
or at replacement values. It may be that, for some of the 
purposes of economic investigations, such a statement of 
values would be most useful. But any attempt to convert 
accounting statements in such valuation statements would 
minimise their value to shareholders and destroy the bases 
of accounting theory. If information of a kind different 
from that at present given in well-prepared financial state- 
ments of companies is needed by economists, it should be 
sought through supplementary statements rather than 
through revolutionary changes in accounting practice. 
The Cohen Committee on company law amendment in 
the U.K. gave some thought to the question whether com- 
pany balance sheets and profit and loss statements should 
disclose detailed information of the kind useful for eco- 
nomic purposes, and rejected suggestions to that effect. 
In its report, dated June, 1948, the committee said: 
“We have considered suggestions that, to assist those 
responsible for framing general economic policy, com- 
panies should be required to disclose in their accounts 
details of sales, expenses of production, selling and dis- 
tribution, administration and management, and other 
like details. In our view, however, such information 
could not be given in sufficient detail to achieve the 


154 





IMPROVEMENTS IN FINANCIAL STATEMENTS 


object in view without loading the published accounts, 
of which the primary purpose is to convey financial 
information in a form that can be assimilated by share- 
holders and creditors, with so much detail as to fail in 
that purpose. We consider that information required 
for general economic purposes would be more appropri- 
ately and conveniently obtained through some such ma- 
chinery as the Census of Production Act, under which 
information could be required in greater detail than 
would be practicable in published accounts.” 

The committee recognised also the inherent limitations 
of the balance sheet and the fact that it would be un- 
desirable to attempt to make it show more than it is cap- 
able of showing, in the following words: 

“As stated in the evidence of the Institute of Chart- 
ered Accountants, the functions of a balance sheet may 
be stated briefly to be an endeavour to show the share 
capital, reserves .... and liabilities of a company at 
the date at which it is prepared, and the manner in 
which the total moneys representing them are distrib- 
uted over the several types of assets. A balance sheet 
is thus an historical document and does not as a general 
rule purport to show the net worth of an undertaking 
at any particular date or the present realisable value of 
such items as goodwill, land, building, plant and ma- 
chinery nor, except in cases where the realisable value 
is less than cost, does it normally show the realisable 
value of stock-in-trade. Moreover, if a balance sheet 
were to attempt to show the net worth of the under- 
taking, the fixed assets would require to be revalued 
at frequent intervals and the information thus given 
would be deceptive, since the value of such assets while 
the company is a going concern will in most cases have 
no relation to their value if the undertaking fails.” 
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Some Comments Concerning the Presenta- 
tion and Interpretation of Corporate 
Financial statements 
By Earle C. King 


A WELL KNOWN Philadelphia Newspaper has a slogan 

“Nearly Everybody Reads the Bulletin.” With a slight 
change it might be applied to corporate financial state- 
ments: “Nearly Everybody Interprets Financial State- 
ments.” Obviously no objection could be raised to a 
person’s interpretation of anything—even financial state- 
ments—for his own benefit, but unfortunately most in- 
terpreting is done for someone else’s benefit. Financial 
advisers, banks, newspapers, magazines, industrial organi- 
zations, corporation presidents, Chambers of Commerce, 
government officials, politicians, elevator operators, labor 
representatives, barbers, everybody it seems—except pos- 
sibly public accountants—takes a hand in stating what 
such and such a corporation’s profits were. For some 
reason radio commentators seem to have overlooked this 
very fertile field for exercising their flair for analysis 
and prediction. 

All the public accountant does is to examine the 
financial statements and affix thereto a certificate which 
states simply, with respect to the income statement, that 
“it presents fairly the results of operations.” This as- 
surance by the accountant, however, that the income state- 
ment “presents fairly the results of operations” can only 
mean, and must mean, that the accountant is satisfied that 
the statement to which he has lent his name, thereby 
staking his professional reputation, is not susceptible to 
misinterpretation by those whose responsibility it is to 
keep the public informed as to its meaning. 

I do not intend to attempt to discuss the relative merits 
of the many interpreters or their interpretations. I should 
like, however, to bring to your attention, and comment 
upon, some of the recent statements I have noticed in 
newspapers, magazines and financial publications concern- 
ing profits reported by corporations, how they get that 


An address delivered to the New Jersey Society of Certified Public 
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way and why, allegedly, they are not all that they seem 
to be 


I think a good starting point is an article which ap- 
peared in a New York paper on October 5, 1947 under 
the heading “Big Increase Seen in Industry Profits—Rate 
is Above Pre-War Years—One-third of Profits Only on the 
‘Books.’” The article goes on to state that “While the 
enormous increase in earnings might indicate ‘excessive’ 
profits for many organizations, it should be understood that 
more than one-third of the reported profits are not real 
earnings but book profits. Such profits are the result 
of inadequate depreciation charges and inventory revalu- 
ation. Inventory profit appears on the books as a result 
of the higher value per unit placed on goods in the ware- 
house or in process of production. When the present 
inventory is sold at an enhanced value, it must be replaced 
with new stock bought or produced at higher costs. The 
unreal character of such inventory profit is recognized by 
the Department of Commerce, which excludes it from the 
national income total. Based on its corporate figure for 
the first half of 1947, at the annual rate of $17,400,000,000, 
the Department reported that $5,500,000,000 of this repre- 
sented inventory profits.” (Incidentally, I could find no 
reference in the Department report to the term “inventory 
profits.” Reference is made, however, to “inventory valua- 
tion adjustments.”) Continuing, the article explains that 
“The other factor that should be considered in evaluating 
corporate earnings is the inadequate charge for deprecia- 
tion. An overstatement of profits, in some cases, has been 
caused by insufficient provision for depreciation. Replace- 
ment of capital assets, such as plant, machinery and equip- 
ment, will be far greater than the original cost. In view 
of the general price rise, such assets are estimated to be 
about 50 per cent higher than before the war. Inadequate 
depreciation charges, therefore, would tend to underesti- 
mate production costs and correspondingly overstate pro- 
fits.” 

In the same paper, on November 3, 1947, under the 
headline “Profit Figures Held Deceptive,” parts of a 
Monthly Letter issued by a large bank are quoted as fol- 
lows: “Figures on current corporate profits . . . frequently 
reflect inventory profit and are overstated through inade- 
quate estimates of replacement costs ... [they] continue 
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to be a subject of active—at times even bitter—con- 
troversy, with criticism ranging all the way from intempor- 
ate charges of ‘extortion’ and ‘robbery’ to milder sugges- 
tions that business is ‘making to much money’... 
The letter is quoted as stating further that “The main 
point to be made, however, is that the profits themselves 
are not all that they seem. In the first place, they contain 
or reflect a substantial measure of inventory profit, which 
represents a highly illusory gain that can be changed 
quickly to a loss when prices turn down... . Second, there 
is real question as to the extent to which earnings as 
currently reported are being overstated because of the 
fact that depreciation charges are commonly based upon 
original costs of plant and equipment and thus are wholly 
inadequate in view of the present level of replacement 
costs.” This article also refers to the Department of Com- 
merce’s national income figures, and states that they in- 
clude allowance for “the factor of inventory profits.” 
The following is quoted from the August 11, 1947 issue 
of a well known financial publication. “Phantom profits 
worry foresighted managements. Business executives to- 
day, contemplating the big black dollar figures that adorn 
the last lines of their income accounts, are giving more 
and more thought to informing their shareholders .... 
that there is a strong tinge of red in the black. Too 
many profits are in what the late Al Smith termed baloney 
dollars .... His reports, if they follow standard corporate 
accounting, give his stockholders a false picture of the 
results of the corporation’s current activities.” The article 
goes on to point out that increased inventories and insuf- 
ficient depreciation charges are the principal causes of 
the “phantom” profits. With respect to depreciation it 
states, in part, “The money with which to replace a capital 
asset must come from the earnings of this asset, and 
nowhere else. Obviously, if the reserve from earnings for 
this replacement is less than the cost of replacement, 
capital is being depleted. Assuming that replacement costs 
remain at their current high level, any corporation that 
allows for depreciation only on the basis of original cost 
of twenty or forty years ago is inviting eventual bank- 
ruptcy. The impact of proper depreciation, adjusted to 
present costs, cannot be figured with accuracy. It will 
vary with individual situations. But, broadly, total de- 
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preciation now claimed by industry runs around $4 billion 
annually. This figure is based on original cost, which, as 
already stated, often represents costs of many decades 
past. Assuming that the average replacement cost, over 
all, had risen only 50%, then earnings of industry are 
presently being over-stated by a total of about $2 billion.” 

Another article appeared in a financial weekly on 
October 18, 1947 which stated in part that “In some cases 
the sums [set aside] have been labeled reserves for inven- 
tory declines; in others they have been put under the 
loose classification of ‘contingencies,’ which means that 
the business men fear something will happen but can’t tell 
just what .... But in all probability some part of the 
reserves which industry has set aside so generally will 
be needed sooner or later. Then they will act to minimize 
the effect of price declines on earnings at that later date, 
insofar as the statements to stockholders are concerned.” 

While these and other similar articles no doubt play a 
significant part in arousing the public interest with re- 
spect to current accounting and financial problems, they 
most certainly cannot be expected to increase the public’s 
confidence in generally accepted accounting procedures. 
Considering the language used they cannot but discredit 
the good faith of responsible corporate officials, the com- 
petence of independent accountants and the safeguards 
afforded by a Securities Act which outlaws misleading 
financial statements. If the financial statements in cur- 
rent use do present a false picture, are deceptive and gen- 
erally untrustworthy, as these articles seem to imply, then 
it is about time we re-examine our accounting principles— 
and by we I mean you accountants and the Commission’s 
staff, for there can be but one set of accounting principles. 

Comments such as the foregoing result, of course, from 
the authors’ realization that changing price levels cannot 
be ignored when interpreting financial statements. While 
most of the articles I have read deal with only two elements 
—inventories and depreciation—scarcely a balance sheet 
or income statement item can escape the effects of continued 
rising prices. Obviously, if profits shown in current income 
statements must be tempered to reflect the changed value 
of the dollar the effect upon all of the elements which go 
to make up the profits must be taken into consideration. 

The position expressed with respect to inventories in 
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the foregoing and other similar. articles is that when low 
cost inventories are disposed of and replaced in a period 
of rising prices a fictitious profit is shown if there is no 
increase in the physical volume of the items comprising 
the inventory. To my mind, the use of the word fictitious 
or any other word which may imply deliberate misrep- 
resentation in discussing this situation is unwarranted 
and inappropriate. It seems to me that the purpose of 
these articles, which I am sure is to inform rather than 
mislead readers, could best be served by pointing out not 
that the profits reported are incorrect but that they may 
be offset by inventory losses when and if prices drop. It 
should also be made clear (as has been done in some of 
the articles) that a great many reports are not even subject 
to this contingency, or are affected only in a minor degree 
because of the use of inventory methods, such as last-in, 
first-out, which serve as a buffer against the immediate 
effect of falling prices. 

Furthermore, I think that management must be, and 
pretty generally is, guided by the influence of changing 
price levels in buying, selling, inventory control and dis- 
position of profit, and realizes that to the extent that in- 
creased profits are correlated with greater demands for 
working capital their distribution must be avoided or, as an 
alternative, additional working capital obtained from other 
sources. If the creation of reserves in anticipatiion of fu- 
ture price declines will assist in convincing stockholders 
and other interested persons that profits must be retained 
in the business, certainly the directors should create such 
reserves—but not as a factor in determining net income. 
This same position is taken by A. I. A. Bulletin No. 31. 
While this bulletin expresses only a preference for the 
creation of such reserves from earned surplus (rather 
than as appropriations from net income), in my opinion 
they should be created from earned surplus and should 
not be shown on the income statement. 

The depreciation problem seems to be the subject of 
more comment and a much greater variety of treatment 
than inventories. Various commentators have criticized 
accounting and accountants for allegedly overstating earn- 
ings because provisions for depreciation are based on 
actual cost rather than on estimated replacement. It seems 
to be a popular misconception that the cost of replacement 
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of assets at some future date must be provided for by 
current charges against income. Certainly the effect of 
currently abnormal costs of plants, machinery etc. should 
be brought to the attention of all persons interested in 
financial statements, and discussions in public print are 
logical media for this purpose. However, if these discus- 
sions start with the conclusion that financial statements 
are deceptive and the profits they reflect are false, and 
close with the warning that, unless accounting practices 
are completely revamped corporations may find themselves 
in bankruptcy, it seems to me that the investing public 
is, to say the least, left in a confused state. 

It is not because the depreciation problem cannot be 
intelligently explained that it is distorted. An article 
appearing in the Guaranty Survey dated September 24, 
1947 (published by the Guaranty Trust Company of New 
York) is, for example, in my opinion, a fair presentation 
of the subject. This article states, in part, that “The rise in 
profits does, of course, indicate the nature of the problem. 
What has occurred is a general shrinkage in the purchas- 
ing power of the dollar, and this shrinkage is reflected not 
only in replacement and other costs but also in incomes, 
demand, sales, inventory values and business profits. The 
price inflation that has raised replacement costs has at 
the same time helped to provide the additional profits 
from which the increase can be met. The essential thing 
is for the management to recognize the necessity of de- 
voting a sufficient portion of the profits to that purpose. 

“From the accounting standpoint, it is questionable 
whether the charging of depreciation on the basis of 
original cost can be properly termed under depreciation. 
To charge depreciation at the old rate, distribute the profits 
as thus calculated, and finance the increase in replacement 
cost by the issue of new securities would appear to be a 
logical and theoretically sound accounting procedure. As 
a practical matter, however, there are probably few con- 
cerns that would not find it preferable to meet the addi- 
tional replacement cost to the greatest possible extent by 
reinvesting a share of earnings.... 

“These questions of accounting procedure are of more 
theoretical than practical importance. From the point of 
view of management, the problem is primarily one of 
finance. Whether the books are kept on the basis of 
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originally invested dollars or of current dollars, manage- 
ment must retain a share of earnings sufficient to meet 
replacement costs as and when incurred, unless it is pre- 
pared to resort to the money market for the necessary 
funds.” 

While there are indications that several prominent 
corporations have, tentatively at least, charged income 
with provisions for additional depreciation based upon 
estimated replacement costs instead of upon actual costs, 
I feel certain that most corporations are adhering to what 
I believe to be the professional accountants’ position. This 
position is clearly and unequivocally stated in the recent 
press release of the Institute, which reads in part, “It 
would not increase the usefulness of reported corporate 
income figures if some companies charged depreciation on 
appraised values while others adhered to cost. The com- 
mittee believes, therefore, that consideration of radical 
changes in accepted accounting procedure should not be 
undertaken, at least until a stable price level would make 
it practicable for business as a whole to make the change 
at the same time. The committee disapproves immediate 
write-downs of plant cost by charges against current in- 
come in amounts believed to represent excessive or abnor- 
mal costs occasioned by current price levels.” 

As for our views: We have resisted and will continue 
to resist any departure from presently generally accepted 
accounting procedures until we are convinced that con- 
ditions warrant a change and an acceptable substitute is 
found. 

Accounting language must be a source of wonder to 
readers of the financial pages, for no less than half a 
dozen terms can be found readily describing how much a 
corporation made. One paper commenting upon an income 
statement in a four paragraph item used “earnings”, “net 
profit,” “net,” “net income,” and “net earnings”—all, ap- 
parently, to describe the same thing for different periods. 
Another paper, in connection with the same statement, and 
using the same figures, referred to them only as “profits” 
and “income.” Other papers and magazines were found 
to be just as versatile in their descriptions. One news- 
paper under the headline “1946 Net Drops 8.5% for 
Radio Stations” reported that “net income of the standard 
radio broadcasting industry in 1946 amounted to 
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$76,466,246, down 8.5 per cent from 1945. Net income 
represents the amount remaining after operating expenses 
but before payment of Federal income taxes.” 

This practice of some financial reporters of being not 
over meticulous in the use of accounting terms may be 
attributable, partly at least, to a tendency on the part of 
some preparers of financial statements to use a variety 
of captions to describe similar items and to shy away from 
definitely calling any item on the income statement “net 
income”—or even to label the wrong item “net income.” 
Surely if those expert in the preparation of financial state- 
ments do not think it important enough to call things 
what they are and stick to it, financial reporters cannot 
be expected to do otherwise. 

Let us consider United States Steel Corporation’s Con- 
solidated Statement of Income for the first nine months 
of 1946 and 1947. (These statements are uncertified.) 
The 1946 statement arrives at a final figure captioned 
“Income” of $57,467,894 or $4.43 per common share. Half 
way down the statement appears an item (an addition to 
income) captioned “Strike and other war costs, less as- 
sociated current year’s Federal income tax reduction in- 
cluded herein provided for in prior years—$28,299,808.” 
Without this item “Income” would have been $29,168,086 
or only $1.18 per common share. In the 1947 statement 
the final item, captioned “Income,” amounted to $97,306,461 
or $9.01 per share. This amount resulted after a deduction 
in the middle of the statement of $19,600,000 captioned 
“Wear and exhaustion of facilities—added to cover current 
cost.” Absent this deduction, “income” would have been 
$116,906,461 or $11.26 per. common share for the 1947 
period. 

I do not propose to discuss here the propriety of either 
the $28,299,808 credit in 1946 or the $19,600,000 charge in 
1947. The point I do want to make is that one New York 
paper devoted a full column to the report of the corpora- 
tion’s chairman and commented upon sales, outlook, etc., 
but stated simply, with respect to the foregoing income 
statements, that “Profit for the first nine months of this 
year was $97,306,461, or $9.01 a share, against $57,467,894, 
or $4.48 a share, a year earlier.” On the other hand, an- 
other New York paper in commenting upon these same 
statements reported the same dollar and per share results 
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but added that “The June, 1947, net earnings are after 
an extraordinary provision of $7,100,000 for replacement 
cost of facilities over actual original cost. For the nine 
months this item amounted to $19,600,000. For the 1946 
nine months, net earnings were after a net transfer of 
$28,299,808 from contingency reserve to offset actual losses 
sustained from the steel and coal strike.” 


In at least two newspapers there appeared recently 
an advertisement which reproduced the report to stock- 
holders of Spencer Kellogg and Sons, Inc., including a 
Balance Sheet as at August 30, 1947 and a statement of 
Profit and Loss and Earned Surplus Account for the fiscal 
year ended on that date. This latter statement read as 
follows: 


“Net Sales $141,519,756.95 
Less: Cost of Sales 109,162,596.12 


Gross Profit $ 32,357,160.83 


Less: Selling and Administrative 
Expenses 5,026,918.33 


Net Profit Before Depreciation, 
Income Tax, etc. $ 27,330,242.50 


Provision for Depreciation .... $ 537,303.76 
Provision for Contingencies ... 4,000,000.00 
Provision for Bad Debts 50,000.00 
Interest Paid 297,419.50 
Provision for Federal Income 
10,098,016.47 14,982,739.73 


$12,347,502.77 
Add: Other Income—Net 23,650.90 


Net Profit for the Year—After 

Provision for Contingencies ..., $ 12,371,153.67 
Add: Adjustment of Federal and 

State Taxes for Prior Periods.. 27,813.56 


$ 12,398,967.23 
Less: Dividends Paid or Declared 2,719,194.75 


Net Increase in Earned Surplus 
for the Year $ 9,679,772.48 
Earned Surplus—August 31, 1946 8,967,057.39 
Earned Surplus—August 30, 1947 $ 18,646,829.87” 
Having previously commented on the practice of pro- 


viding for depreciation on estimated replacement cost, there 
is no point in discussing it further here. However, it is of 
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interest to note the explanation contained in the foregoing 
report concerning the provision of $4,000,000 for conting- 
encies deducted before arriving at the caption “Net Profit 
for the Year—After Provision for Contingencies,” which 
reads as follows: “One more factor deserves mention in 
considering the earnings of this company—or, indeed, of 
most companies—under current conditions. This has to 
do with the question of depreciation. Theoretically, the 
amount set aside each year as depreciation on a machine 
will add up to enough to buy a replacement when the 
present machine is worn out. But, as we all know, costs 
are considerably higher than they were before the war; 
and the depreciation ‘savings accounts’ being built up on 
the basis of original costs would be quite inadequate, in 
many cases, to pay for a replacement at present prices. 
Some recognition of these factors has been taken through 
an appropriation for $4,000,000, out of last year’s earnings, 
to our provision for contingencies.” 

It is not unusual to find a great variety of versions of 
the net income reported. One article will disclose deduc- 
tions or additions for extraordinary items, another will 
not; one will direct attention to appropriations from in- 
come, another will be silent on this point; one will attach 
importance to items which may be carried directly to sur- 
plus and another may overlook or ignore them. While 
this confusing situation exists even when the financial 
statements are completely informative, it naturally becomes 
more pronounced if the statements themselves are not all 
they should be. 

I recently had brought to my attention an income 
statement which showed seven sub-totals, none of which 
bore a caption, notwithstanding that the statement indi- 
cated substantial provisions for decline in inventory prices, 
for possible loss on merchandise commitments and for 
inventory and war contingencies, and a reversal of a re- 
serve for inventories and war contingencies set up in prior 
periods. No item was labelled “Net Profit” or “Net In- 
come” or “Income for the Year.” The final item on the 
statement was captioned “Balance to Earned Surplus.” 

Another statement showed a caption “Net profit before 
appropriation, etc., deducted below.” There then were 
deducted two items, one captioned “Excess of approximate 
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cost of replacement of inventories valued on last-in, first- 
out basis, involuntarily liquidated in prior years, over the 
original inventory cost thereof, less estimated refunds of 
prior years’ federal taxes resulting therefrom” and the 
other captioned “Appropriation for future payments of 
past service liability under employees’ retirement plan, less 
estimated federal income tax savings attributable thereto.” 
The final item was called “Balance of Net Profit Trans- 
ferred to Earned Surplus.” 

Still another statement showed a caption “Net Income 
before Extraordinary Credits and Provision for Conting- 
encies and Minority Interests,” to which was added an item 
“Extraordinary Profits on Sales of Investment,” and from 
which was deducted an “Appropriation to Reserve for Con- 
tingencies of Portion of Profits on Sale of Investment,” 
arriving at a caption “Net Income before Deduction of 
Minority Interests.” The final caption after the deduction 
for minority interests was “Net Income.” 

I have not read any published comment on the Spencer 
Kellogg statement or the other three statements just re- 
ferred to, but I doubt that there will be unanimity of 
opinion expressed as to what the net income is in each case. 

For more than three years the Accounting Procedure 
Committee of the American Institute of Accountants has 
been giving consideration to the determination of those 
principles which will result in income statements that do 
not lend themselves to misinterpretation by reasonably in- 
formed persons. Many discussions have been had, in which 
the Commission’s staff has participated to no small extent, 
involving conflicting concepts as to the purpose of income 
statements. At times during these discussions it has ap- 
peared to us that the Committee might not reach a workable 
solution to the problem, and we have given serious con- 
sideration to the desirability of amending our rules to re- 
strict, in a large measure, in statements filed with us, 
charges and credits to earned surplus. 

It has been our position, which we have expressed 
repeatedly and maintained consistently, that ordinarily all 
items of income and expense recognized during an account- 
ing period should be included in the determination of net 
income for that period; that any extraneous items, material 
in amount, should be clearly explained; that such items 
might properly be shown in a separate and final section 
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of the income statement but before the determination of 
net income; and that the final caption of the income state- 
ment should be “Net Income.” 


The Institute has now issued a bulletin entitled “Income 
and Earned Surplus”—No. 32 in the Accounting Research 
Series. The Commission, after careful consideration of the 
views of the Institute and the staff, and being particularly 
mindful of the points upon which these views differ, ap- 
proved the following letter, which was sent to Mr. Carman” 
G. Blough, Director of Research of the American Institute 
of Accountants on December 11, 1947: 


“Dear Mr. Blough: 

The issuance of Accounting Research Bulletin No. 32 entitled 
“Income and Earned Surplus” by the Accounting Procedure 
Committee of the American Institute: of Accountants raises 
several important problems of vital concern to this Commission, 
as I have indicated to you by letter and in conference from 
time to time in the course of the development of the bulletin. 
The procedures recommended in the bulletin seem to be sus- 
ceptible to abuse and may result in misleading income and 
earned surplus statements in conflict with published rules and 
opinions of the Commission as well as of opinions of the Chief 
Accountant, inasmuch as they: 

(1) make mandatory the exclusion of certain specified items 
from the determination of net income “when their in- 
clusion would impair the significance of net income so 
that misleading inferences might be drawn therefrom”; 

(2) permit the items so excluded to be shown either at the 
bottom of the income statement immediately following 
the “amount of net income” or as direct charges or 
credits to surplus; 

(3) permit the commingling of the items excluded from 
the determination of net income with appropriations to 
general contingency and inventory reserves made from 
net income, and 

(4) prescribe no caption for the final item on the income 
statement when any of the items referred to in (2) or 
(3) are shown therein. 

Under these circumstances the Commission has authorized 
the staff to take exception to financial statements which appear 
to be misleading, even though they reflect the application of 
Accounting Research Bulletin No. 32. 

It is my understanding that the subject bulletin has been 
distributed to Institute members and will be published in the 
January 1948 issue of the Journal of Accountancy. It is sug- 
gested that, in order that your membership may be informed of 
the Commission’s views herein expressed, this letter be pub- 
lished in the same issue of the Journal. 


Very truly yours, 
EARLE C. KING 
Chief Accountant” 
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The bulletin reiterates, in bold type, the Accounting Pro- 
cedure Committee’s opinion that “there should be a general 
presumption that all items of profit and loss recognized 
during the period are to be used in determining the figure 
reported as net income.” It may be that, with this admoni- 
tion, very few income statements reflecting the application 
of the bulletin will be filed which, in our opinion, are mis- 
leading. I sincerely hope this will be the case. 

The views expressed in the foregoing comments, except 
of course those contained in the quoted letter concerning 
Bulletin 32, are mine alone and are not necessarily con- 
curred in by the Commission. My one purpose in present- 
ing this paper has been to emphasize the necessity for ex- 
treme clarity in the presentation of financial statements and 
the necessity for the use of unequivocal language in their 
interpretation. 





Provincial News 
Regina Chartered Accountants’ Club 


Major M. A. MacPherson, K.C., was the guest speaker 
at the January luncheon of the Regina Chartered Account- 
ants’ Club. Major MacPherson, who was counsel for the 
Province of Saskatchewan at the Freight Rate inquiry, re- 
viewed the highlights of the inquiry with particular ref- 
erence to evidence given by Chartered Accountants who, 
he stated, played an important role for the Provinces as 
well as for the Railroads. He advised that the freight rates 
were higher in the west than in the east. Further, that 
the Railroads did not establish need at this time, but, that 
if they should, then it was the opinion of the Provinces 
represented that the rates should first be raised in the 
east so that they might be equitable in all areas. Major 
MacPherson stated that one of the main points of conten- 
tion was the treatment of depreciation. He advised, among 
other things, that the user theory of depreciation, which 
is now in effect by the C.P.R., provided a certain elasticity 
in Railroad charges based on actual tonnage hauled, but 
that freight rate increases which were being requested 
would remain rigid. The address was most interesting and 
very well received. H. A. Hunt expressed the thanks on 
behalf of the members to Major MacPherson. 

Mr. H. J. Martin, Provincial Supervisor of James Rich- 
ardson & Sons, was the guest speaker at the February lun- 
cheon of the Regina Chartered Accountants’ Club. Mr. 
Martin traced the history of the stock market from the days 
of trading on the actual curb to the present day modern ex- 
change. He stated that the general public has become much 
more investment conscious as a result of victory loan cam- 
paigns and that, as a result, the investment business is 
greater than at any previous time. He outlined the pro- 
cedure which is followed from the time an order is placed 
with a branch office of a brokerage house until it is finally 
completed. Mr. Martin explained the distinction between 
stock and bond transactions which is not generally under- 
stood by the layman. Namely, that in connection with 
purchases and sales of stock, the broker acts as an agent 
on a commission basis. Such is not, as a rule, the case in 
the bond market, where more often a broker acts as a prin- 
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cipal, buying the bonds outright. He also explained 
the operation of short selling and stated that he con- 
sidered it as just a legitimate transaction as a purchase 
and that it served a very useful place in market operations. 
Mr. Martin commented on the improvement which is tak- 
ing place in Management-Shareholder relations. This trend 
is apparent in the more informative financial statements 
being presented by large corporations and also in the policy 
of some large companies to rotate the location of their an- 
nual meetings, thereby permitting the attendance of share- 
holders not resident in the vicinity of head office. Mr. Mar- 
tin advised that the investment dealers had a strong orga- 
nization whose efforts were primarily directed to improve- 
ment of their members in sound business and ethical prac- 
tices and towards protection of the public. In closing, he 
stated that the best method of investment was one based 
on values, not on tips. W. A. Fowlie, Vice-president of the 
Regina local, acted as Chairman of the meeting in the ab- 
sence of the President. Mr. W. M. Vicars tendered the 
thanks of the meeting to Mr. Martin. 


Regina Chartered Accountants’ Bowling League 

Rooke, Thomas and Company were the winners of the 
first half of the Regina Chartered Accountants’ Bowling 
League with 33 points and E. S. Biggs finished in second 
place with 31 points. The top three in averages at the 
end of the first half were H. A. Hunt, 209.3; R. Phaneuf, 
200.0; and W. R. Purslow, 193.0. The high single to date 
was held by J. Peters with 306 and high double by F. Spell- 
iscy with 545. 

Prizes in the special Christmas bowling event went to 
R. Phaneuf with high single of 349; H. A. Hunt high double 
of 566, and special event prizes went to P. B. Keffer, J. 
Gordon, D. Glynn, W. Monette, C. McKay and J. Foley. 
Turkey draws were won by Wm. Chychrun and H. Galla- 
gher. 


Calgary Chartered Accountants’ Club 


The December meeting took the form of a Ladies’ Night 
which was held on December 16 at the Renfrew Club with 
thirty-nine members and wives present. The programme 
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consisted of refreshments, dinner, sing-song, and the re- 
mainder of the evening was spent at bingo, bridge and other 
cards. 

The January meeting of the Calgary Chartered Account- 
ants’ Club was held as a luncheon meeting in the Renfrew 
Club in Calgary on January 20, 1948. Mr. F. J. Fitz- 
patrick, Supervisor of Co-operative Activities and Credit 
Unions of the Provincial Department of Trade and Indus- 
try, was the guest speaker and he gave a very interesting 
talk on the subject of “Credit Unions”. He traced the his- 
tory of credit unions from the commencement in Quebec 
in 1900 to the present day and gave several instances of 
their rapid growth. 


Quebec 
According to a notice received by The Dominion Asso- 
ciation of Chartered Accountants from the Institute of 
Chartered Accountants of Quebec, Mr. Morris Goodman 
has been suspended from membership from December 22nd, 
1947 until July 28, 1949. 





Personals 


Riddell, Stead, Graham & Hutchison, Chartered Ac- 
countants, announce the removal of their Montreal office 
to Lake of The Woods Building, 460 St. John Street, Mon- 
treal 1, P.O. Box 2398 Place D’Armes Station. 

D. F. Archibald and C. W. Gurnham, Chartered Ac- 
countants, announce that they have formed a partnership, 
and are now practising their profession under the name of 
Archibald, Gurnham & Company, with offices in the Roy 
Building, Halifax. 

William C. Shuker, Chartered Accountant, announces 
the opening of an office for the practice of his profession 
at Suite 70, 144 West Hastings Street, Vancouver, B.C. 

Jean Paul Bolduc, Chartered Accountant, announces the 
removal of his office to 400 Blvd. Charest, Room 208, Que- 
bec, Que. 

Geo. A. Welch & Company, Chartered Accountants, Ot- 
tawa, wish to announced the admission to partnership of 
E. Deans Berry, Jr., C.A., Roger A. Levesque, C.A., and 
Roderick S. Rooney, C.A. Mr. H. F. Beaven, C.A. has re- 
tired from the firm and is now with the Department of 
National Revenue at Ottawa. 

Paul Rising, Chartered Accountant. wishes to announce 
that he has moved to room 71, 615 West Hastings Street, 
Vancouver, B.C. 

John Gayne, Chartered Accountant, announces the open- 
ing of an office for the practice of his profession at 73 
Adelaide Street West, Suite 338, Toronto. 


Obituary 
The Late Sydney Gordon Thorne 


The Institute of Chartered Accountants of Saskat- 
chewan announces with deep regret the passing of Sydney 
Gordon Thorne. 

Mr. Thorne moved from his home in London, England 
to Saskatchewan in 1904. He received his C.A. degree in 
1924. For many years he practised his profession in Sas- 
katchewan, moving to Vancouver in 1929. 

To his widow and three sons the Institute extends sin- 
cere sympathy. 





TAX DEPARTMENT 
INCOME TAX DIRECTIVE NUMBER 141 


Issued by the Assistant Deputy Minister (Taxation) 
Department of National Revenue 
22nd January, 1948 


ASSESSMENTS — CHARITABLE ORGANIZATIONS— 
APPROVAL 


By Memo #89 (1940-41) it was provided that any charitable or- 
ganization approved by the Minister of National War Services would 
be regarded as a charitable organization within the meaning of section 
5, subsection (1), paragraph (j) of the Income War Tax Act. The 
approval of the Minister of National War Services was under the 
authority of the War Charities Act 1939, (Chapter 10, Statutes 1939, 
2nd Session). Following this, donations made to any organization 
accepted and registered under the War Charities Act were allowed as 
a deduction in determining the taxable income of the donor. 

At the last session of Parliament, the War Charities Act was 
amended as follows, effective as of 27th June, 1947: 

“(1) On and after the coming into force of this Act, the War 
Charities Act 1939, (Chapter 10 of the Statutes of 1939, 2nd Session), 
shall apply only to or in respect of, a war charity fund registered prior 
to the coming into force of this Act.” 

Following this the Deputy Minister of National Health and Wel- 
fare, administering the Act, issued a circular letter indicating that 
approval would not be given to any new funds or organizations and 
that with respect to those already approved, the registration would 
be continued for a limited period only. 

Such organizations as desire to continue to raise funds, there- 
fore, are seeking approval of the Division in order to retain the exemp- 
tion for donations received. This has disclosed that certain organi- 
zations, while of a deserving or benevolent character, are not charit- 
able organizations within the meaning of the term as used in the 
above mentioned section of the Act. J, 

In order, however, to give a measure of uniformity in dealing 
with these, it is proposed that the exemption in respect of donations 
made to organizations registered under the War Charities Act will 
continue up to 31st December, 1948, without further approval from 
this office. After that date, donations will be deductible when given 
only to those charitable organizations which are recognized as such 
for the purposes of section 5, sub-section (1), paragraphs (j) and 
(jj) of the Income War Tax Act. 

Donations made to organizations which are or were not regis- 
tered under the War Charities Act, and which include those consti- 
tuted since 27th June, 1947, will be allowed as a deduction only if 
such organization is approved by this Division. 

Any organization desiring to obtain approval as “charitable” un- 
der the above paragraphs of the Income War Tax Act may make ap- 
Plication therefor on forms which will be available at District In- 
come Tax Offices. 


22nd January, 1948. 


(sgd.) “WM. F. WILLIAMS”, 
Assistant Deputy Minister (Taxation). 
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INCOME TAX DIRECTIVE NUMBER 146 


Issued by the Assistant Deputy Minister (Taxation) 
Department of National Revenue 
27th January, 1948 


ASSESSMENTS — CHARITABLE ORGANIZATIONS— 


Application for Approval under Sec. 5, SS. (1) Para. (j) 
and (jj), of the Income War Tax Act. 


Section 5, subsection (1), paragraph (j) and (jj), of the Income 
War Tax Act, provide as follows:— 

“5.(1) “Income” as hereinbefore defined shall for the purpose of 
this Act be subject to the following exemptions and deductions:— 

(j) An amount not exceeding ten per centum of the income of any 

taxpayer, other than a corporation, which amount has been 
paid by way of donation within the taxation period to and 
receipted for as such by any charitable organization in Can- 
ada operated exclusively as such and not for the benefit or 
private gain or profit of any person; 
An amount not exceeding five per centum of the income sub- 
ject to taxation of any corporation, which amount has been 
paid by way of donation within the taxation period to and re- 
ceipted for as such by any charitable organization in Canada 
operated exclusively as such and not for the benefit or private 
gain or profit of any person:” 

In future those organizations which desire to be recognized as 
being charitable for the purposes of the above Sections of the Act 
(excluding religious bodies and organizations affiliated therewith) will 
be required to make application for approval on Form T.511; such 
Form must be completed in accordance with the requirements set forth 
therein, and with the necessary documents attached, forwarded to 
Head Office for approval. 

Recognition will not be granted to any fund or organizatoin the 
purpose of which is to establish local facilities for recreational or 
social purposes. It is deemed that such projects which are purely 
local in character do not qualify as a charitable organization within 
the meaning and intent of the legislation. Where approval has here- 
tofore been given in respect of any such purpose, it will apply only 
to amounts contributed during the calendar year 1948. Thereafter 
any contributions made will not be allowed as a deduction for the 
purposes of the above-mentioned Sections of the Act. 

This ruling will not apply to those organizations which are in- 
stituted in a community having charitable objects within the following 
purposes or those analogous thereto:— 

(1) the advancement of religion 

(2) the advancement of education 

(3) the relief of poverty 

The decision as to whether any purpose for which donations are 
sought from the public comes within or is analogous to the three 
classes, referred to above, will be given by Head Office on the basis of 
the application on Form T.511 as submitted. 
27th January, 1948. 

(sgd.) “WM. F. WILLIAMS”, 
Assistant Deputy Minister (Taxation). 
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REGULATIONS DEFINING 
“CORPORATION TAX” 


For Purposes of Section 6(1) of the Income War Tax Act 
P.C. 332 


At the Government House at Ottawa, Friday, Jan. 30, 1948 
Present: His Excellency the Governor General in Council 


WHEREAS Paragraph (0) of Subsection (1) of Section 6 of the 
Income War Tax Act provides that there shall not be deducted from 
income:— 
“Any corporation tax, as defined by regulation made by the Gov- 
ernor in Council, paid to the Government of a Province or to a muni- 
cipality”; 
AND WHEREAS it is desirable that the applicable provisions of the 
Dominion-Provincial Agreements shall be adhered to in any regula- 
tion defining corporation taxes; 
THEREFORE, His Excellency the Governor General in Council, on 
the recommendation of the Minister of National Revenue, and pur- 
suant to powers conferred by the Income War Tax Act, is pleased to 
make the following regulations and they are hereby made and estab- 
lished accordingly: 
1. For the purposes of Paragraph (0), Subsection (1) of 
Section 6 of the Income War Tax Act “corporation tax” 
means a tax or fee other than a tax on net income or 
gross revenue, the imposing of which singles out for tax- 
ation or for discriminatory rates or burdens of taxation 
corporations, or any class or classes thereof, or any in- 
dividual corporation, either formally or in effect, by im- 
posing a tax or fee on or in respect of any act, matter or 
thing or any activities or operations mainly done by, or 
affecting, or carried on by corporations, or otherwise, ex- 
cept 
(i) a bona fide and reasonable provincial licence, registra- 
tion, filing or other fee; provided that no fee of a 
class of fees first charged or imposed after the first 
day of January, 1947, shall exceed $250 per annum for 
each corporation and no fee charged or imposed on or 
prior to the said day which is in excess of $250 per 
annum for each corporation shall be increased and no 
fee charged or imposed on or prior to the said day 
which is less than $250 per annum for each corpora- 
tion shall be increased to an amount in excess of 
$250 per annum for each corporation; 

(ii) the fees charged for the incorporation of a company; 

(iii) a licence fee or other fee or tax for specific rights, 
benefits or franchises granted by a municipality, or 
where they are to be exercised or enjoyed only in 
territory not included in any municipality by any 
authority (including a Province) having jurisdiction 
in such territory; 

(iv) any assessment under The Workmen’s Compensation 
Act of any Province; 

(v) a business or occupancy tax based on floor space or on 
the rental or assessed value of property, imposed by 
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a municipality, or in territory not included in any 
municipality by any authority (including a Province) 
having jurisdiction in such territory; or 

(vi) any royalty or rental on or in respect of natural re- 
sources within a Province. 

2. In Section 1 hereof. 

(a) “natural resources” means lands and waters, and any 
rights to or interests in lands and waters, vested in 
the Crown in right of a Province, including forests, 
minerals, petroleum and natural gas on or in such 
lands and waters and rights vested in the Crown in 
the said right to take wild animals and fish on or in 
such lands and waters; 

(b) “rental” means a charge imposed on a person in re- 
spect of the occupation or use by him of a natural 
resource, whether improved or unimproved, including 
the use of water or water power sites, without sever- 
ance, taking, extraction or removal thereof or of any 
part thereof, the real intent and purpose of which 
charge is to compensate for the value of such occupa- 
tion or use; and 

(c) “royalty” means a charge 

(i) required to be paid by a person in respect of any 
right conferred on or vested in him to sever, take, 
extract or remove any thing forming part of the 
natural resources of a Province including therein 
timber, mineral ore, petroleum and natural gas, and 
wild animals or fish the right to take which forms 
part of the said natural resources, 
the amount of which is determined by reference 
to the quantity or value or both of the thing that 
he severs, takes, extracts or removes, or alterna- 
tively in the case of mineral ore, the value at market 
prices of the minerals contained therein after ex- 
traction therefrom, and 

(iii) the real intent and purpose of which is to compen- 

sate a Province for the value in whole or in part of 

the said thing prior to its severance, taking, ex- 

traction or removal; 
but does not include a charge, the amount of which is 
determined in relation to the profits or gross receipts 
derived by the said person from the sale of products 
produced by the processing or manufacturing of the 
said thing unless provision is made for a reasonable 
deduction from the profits or gross receipts in deter- 
mining the amount of the charge, in respect of the 
costs and value added to the said thing by reason of 
the processing or manufacturing for the purpose of 
eliminating, in the determination of the amount of 
the charge, any value added to the said thing by the 
said processing or manufacturing. 


9th February, 1948. 
(sgd.) “A. D. P. HEENEY”, 


Clerk of the Privy Council. 





Book Reviews 


The Canada Year Book, 1947, published under the aus- 
pices of the Dominion Bureau of Statistics and the De- 
partment of Trade and Commerce. $2.00 per copy. Ob- 
tainable from the King’s Printer, Ottawa. 

The annual Canada Year Book is, we believe, unique of 
its kind in all the countries of the world. Particularly 
in these days, when many nations, perhaps including some 
of those on the nether side of the iron curtain, are chary 
of disclosing the intimate functions of the body politic, the 
publication of this great work is heartening to devotees of 
the free system. 

The 1947 Year Book marks a return to the peacetime 
volumes of yore. Many important chapters which were 
condensed during the years 1939-46 to make room for ma- 
terial on the war effort have been re-written and enlarged, 
and a number of special articles on such topics as Canadian 
Citizenship, Welfare and Family Allowances, etc. have been 
inserted. At the price of $2.00, which merely covers the 
cost of production, this is one of the greatest bargains 
available today. Copies may be obtained from the King’s 
Printer, Ottawa. A special paper-bound edition at $1.00 
is also available to clergymen, students and teachers. 


How to Prepare Your Income Tax, by Lancelot J. Smith, 
F.C.A., published by Wm. Collins Sons & Co., Canada Ltd., 
Toronto, $1.00 per copy. 


Your Income Tax, by A. R. McMichael, B.A., F.C.A. pub- 
lished by The Musson Book Co. Ltd., Toronto. $1.00 per 
copy. 

For the layman and the busy practitioner these two 
little books on income tax as applied to individuals, partner- 
ships and unincorporated businesses should prove useful 
guides. Both books contain all the latest pronouncements 
by the authorities at Ottawa which are relevant to the 
difficult task of calculating taxable income, and they are 
so designed as to make the task as simple as its necessary 
complexity will permit. 
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Canadian Reports Take Four Oscars 


New York, (CP).—The financial world’s equivalent of 
moviedom’s academy awards, “oscars of industry,” for ex- 
cellence of annual reports were presented to nearly a score 
of business firms with all the fanfare of Hollywood’s pre- 
sentations. Four of the top trophies went to Canadian 
firms. 

Presented annually by the Financial World, business 
magazine, the oscars, in gold, silver and bronze, are shaped 
like half a ball, mounted on wood in plaque form. Atop 
the ball in bas-relief are depicted North and South America, 
with skyscrapers and other scenes of industry sketched 
lightly about the foot. 

More than 1,250 corporation officials, including a num- 
ber of leading Canadian business men, witnessed the elab- 
orate presentations in a downtown hotel and saw the gold 
oscar, the highest award, go to the Missouri-Kansas-Texas 
Railway. Katy’s 1946 annual report was judged the “best 
of all industry.” 

To the National Breweries, Ltd., of Montreal went the 
bronze oscar for the best report of the North American 
brewing industry. National Breweries also won the silver 
trophy for the best-of-all Canada report, a trophy put up 
for Canadian competition for the first time. President 
Norman J. Dawes accepted the awards. 

The Canadian National Railways won a bronze oscar 
for the best Canadian railroad report, vice-president May- 
nard Metcalf accepted the award on behalf of his company. 
Second place in this category went to the Canadian Pacific 
Railway. 

The Shawinigan Water and Power Co., of Montreal won 
the award for the best Canadian public utility report, the 
British Columbia Power Corp., of Vancouver placing second 
and the Montreal Light, Heat and Power Co., third. 

Second place in the best-of-all Canada awards went to 
the Dominion Stores, Ltd., of Toronto, and third to Hiram 
Walker, Ltd., of Walkerville, Ont. Dominion Stores came 
second in the general awards for grocery store chain re- 
ports. 





STUDENTS’ DEPARTMENT 


J. E. SMYTH, C.A., Editor 
NOTES AND COMMENT 

The legal construction placed upon “income” as referred 
to in the current Income War Tax Act has often been 
criticized as a most narrow one from an accounting point 
of view. It appears that while an accountant does not wait 
until the amount of an item is received in cash to call it 
revenue, nearly everyone else does. It is simply astonish- 
ing the number of (otherwise) intelligent people who in- 
sist upon associating in their minds changes in bank bal- 
ances with “profits’’. 

Of course the accountant has developed his abstract 
concept of “profits” for a specialized purpose and perhaps 
some deviation is not to be damned when it is for another 
purpose. The important thing is that one purpose should 
not be allowed to influence the other, that income tax re- 
quirements should not be permitted to warp accounting 
theory, or to dictate its precepts. 

So often, when inquiring for the reason for some matter 


of accounting practice, we receive the reply, “Well, that’s 
what the income tax requires”. Now we object. Have we 
no minds of our own? Should we not ask ourselves instead 
what accounting theory requires? (Of course to do that 
we have to decide whether there is such a thing as account- 
ing theory and if so, what it is.) 

a 


* %* * 


Because it is an eloquent illustration of the point we 
have made above, and also because we like it anyway, we 
reproduce below an excerpt from Mr. Don Knowlton’s 
“Semantics of Annual Reports” which appeared in the 
October 1947 issue of The Accounting Review and which was 
reprinted in the February issue of The Canadian Chartered 
Accountant. Mr. Knowlton relates his difficulties in under- 
standing the theory of depreciation as explained to him by 
the comptroller of a company substantially as follows: 


Then I asked him about depreciation. He explained to me what 
depreciation meant. 

“Oh!” I said, “that means you set aside that much money, out 
of your year’s income, for that purpose?” 

“No,” he said, “we don’t actually set aside the money.” 

“But,” I said, “it says so, right here in your statement, that your 
depreciation amounts to so much. You subtract it. If you don’t set 
it aside, what do you do with it?” 
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“Well,” he said, “that depends. It isn’t actually money and it 
isn’t really set aside. Of course some people pay it out in dividends, 
and then they go broke. Other people hoard it up and never use it to 
buy new equipment, and they go broke, too.” 

By that time I was about 100 miles under water. I said: 

“Do you mean, then, that this figure is just an amount put down 
on paper?” 

“Oh,” he said, “I wouldn’t go so far as to say exactly that.” 

“Well,” I said, “if you don’t actually set aside the money, why do 
you deduct the amount?” 


“Ye gods,” he said, “that is tax-free income!” 
. = 2% 


Calgary Chartered Accountants Students’ Association 

The Calgary Chartered Accountant Students’ Associa- 
tion has successfully completed its first series of Fall lec- 
tures for students, with beneficial results both to the stud- 
dents and the lecturers, who enjoyed the opportunity of 
meeting with the student body. The lectures covered prim- 
ary, intermediate and senior subjects, and were delivered 
by various members of the Institute and the Calgary Bar. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit 
to the student. Discussion of solutions presented is cordially invited. 


PROBLEM I. 
INTERMEDIATE EXAMINATION, DECEMBER 1947 


Accounting I, Question 1 (10 marks) 
Discuss the advantages and disadvantages of a voucher register 
system and state generally the circumstances in which you would 
recommend its use. 


SOLUTION 
The principal advantages of a voucher register system may be 
enumerated as follows: 

1. It reduces bookkeeping work by eliminating the accounts payable 
subsidiary ledger. 

2. It records liabilities to trade creditors as a file of unpaid vouchers 
rather than a series of ledger balances. It thus facilitates the 
payment of specific invoices rather than the payment of amounts 
on account, which is advantageous to both debtor and creditor. 

. The system when properly employed, would involve the prepara- 
tion of properly approved vouchers for entry in the voucher reg- 
ister. This improves the system of internal check. 

. The system provides for the recording in one journal or register 
of all current liabilities as soon as incurred, whether for merchan- 
dise or expense items. In enterprises not employing a voucher 
register, expense items are often not recorded until paid when they 
are charged directly to expense accounts from the cash book. 
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It is desirable to show all liabilities on the records from the time 
incurred. Moreover the employment of a voucher register reduces 
the cash book to a mere cheque register with all charges to 
“vouchers payable”. Posting of the distribution to purchase and 
expense accounts is thus centralized in the voucher register. 

. Payment of items within a given discount period can be facilitated 
by a preliminary filing of approved vouchers in a date file for 
payment. 

On the other hand a voucher register may prove cumbersome or 
unnecessary under the following circumstances: 

1. In a small enterprise where there exists a large measure of pro- 
prietory control the preparation and approval of vouchers may be 
unnecessary. 

. In any enterprise in which, for lack of funds, partial payments 
must be made on invoices a voucher system becomes unwieldy— 
large files of unpaid or partially paid vouchers develop which it 
would be preferable to have recorded in accounts. 

. In any enterprise in which there are numerous returns and allow- 
ances or other corrections after purchase invoices are recorded or 
which is not sufficiently well organized to provide for the proper 
preparation, approval, and filing of vouchers, the system may hinder 
rather than help. 

. The voucher register system does not give a complete history in 
one place of the transactions entered into with any one particular 
creditor. 

In general, the use of the system is to be recommended in any 
enterprise sufficiently well organized to provide for the proper prepara- 
tion and approval of vouchers payable and in which it is possible to 
pay invoices in full as they become due without numerous adjustments 
or partial payments. 


PROBLEM II. 
FINAL EXAMINATION, DECEMBER 1947 


Accounting I, Question 1 (20 marks) 

One of your clients is contemplating the purchase of a business. 
He requests you to carry out an investigation to assist him in deter- 
mining the advisability of buying the business and the amount he 
should pay for it. 
Required: 

Outline briefly the work you would normally carry out and the 
nature of the enquiries you would make. 


SOLUTION 
The specific work and enquiries would vary according to the cir- 
cumstances. The following points would normally be covered: 
1. An examination and verification of the balance sheet items as at 
the proposed date of purchase paying particular attention to: 
(a) Present day values of assets as compared with book values. 
(b) Realizability of current assets such as accounts receivable 
and inventories. 
(c) Undisclosed direct liabilities. 
(d) Undisclosed contingent liabilities. 
(e) Physical condition of fixed assets. 
(f) Practical value and life of patents, copyright, etc. 
(g) Income tax position as regards undistributed earnings. 
(h) The amount of the company’s standard profits. 
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. Enquiry along general lines to ascertain if any factors responsible 
for earning the profits would not continue if ownership changed 
hands. 

. Strategic location of the business. 

. Confirmation of earnings statement with percentages for say the 
last ten or fifteen years—prepared in comparative form to give an 
indication of actual results paying particular attention to: 

(a) Non recurring income. 
(b) Non recurring expenses. 
(c) Large fluctuations in income and expenses. 
(d) Effect of wartime prosperity on the business. 
. Enquiry into labour conditions. 
. Comparison with analogous business if possible. 


PROBLEM III. 
FINAL EXAMINATION, DECEMBER 1947 
Accounting I, Question 2 (20 marks) 

“A” and “B” formed a private company named Union Company 
Limited on the 3lst December 1935 of which they own all the issued 
shares. At the same time, they entered into an agreement whereby in 
the event of death of either party, the survivor is required to purchase 
all the Preferred and Common Stock held by the estate of the de- 
ceased shareholder for the amount of the book equity of such stock 
as determined by a Chartered Accountant. The agreement specifies 
that cost less depreciation is to be the basis of valuing fixed assets 
and investments are to be valued at current market prices. 

“A” died on the 30th June 1946 at which date he owned 

500 Preferred shares 
1,000 Common shares 

The condensed Balance Sheet of the Company prepared by the 
Bookkeeper at the 3lst December 1945 was as follows: 

Net Assets $1,000,000 


Capital 
2,000 5% cumulative Preferred shares of $100 each .. $ 200,000 
3,000 Common shares of no par value 400,000 


$ 600,000 
Surplus 400,000 


$1,000,000 


Your examination discloses the following: 

Preferred shares participate equally (share for share) with the 
Common shares after the Common shares have received $5.00 per 
share per annum in dividends. 

Net Assets include 1,000 shares of a Company at a valuation of 
$4,000 which were quoted at the 30th June 1946 

Bid $5.00 
Asked 5.50 

Fixed Assets are valued at 1935 appraisal values. 

Surplus account at the 3lst December 1945 has been analyzed 
as follows: 

1. Earned Surplus 

2. Sinking Fund Reserve 
Ten annual provisions of $8,000 plus interest on Sinking 
Fund investments 
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. Reserve for prior periods taxes (of which $15,000 was sub- 
sequently required) 60,000 

. Reserve for loss on Inventory realization—unchanged since 
1941. Inventories are valued at the lower of cost or ‘ 
40,00 


. Reserve for renegotiation of War Contracts 70,000 
Final settlement was made in April 1946 for $30,000 


. Surplus from Appraisal of Fixed Assets 
Original amount the 31st December 1935 $100,000 
Less: 5% per annum to the 31st December 


50,000 
. Profit from disposal of Patent Rights 30,000 


Balance the 31st December 1945 $400,000 


Interest of $500 was credited to Sinking Fund Reserve on the 
30th June 1946. 

The common shareholders received dividends of $5.00 per annum 
up to 30th June 1943 and all preferred dividends were paid up to 
that date, since when no further dividends have been declared. 

Profits for the six months to the 30th June 1946 amounted to 
$20,000 after the following deductions: 

(a) $30,000 paid on account of renegotiation settlement. 

(b) $ 4,000 provision for Sinking Fund. 

(c) $10,000 Dominion Income Tax provision for six months period. 

(d) $ 2,500 depreciation on appreciation. 


Required: 

Prepare a statement showing, in accordance with the terms of 
the agreement, the value of the preferred and common shares held by 
“A’s” estate and indicate the amount “B” will have to pay for the 
shares. 


SOLUTION 


Statement showing value of shares of Union Company Limited held by 
the estate of “A” as at the 30th June 1946 
(Calculated in accordance with Agreement dated 31st December 1935) 


Net Assets Surplus 
Dr. Cr. Dr. Cr. 
Balance the 31st December 1945 
per bookkeeper’s statement .. $1,000,000 $400,000 
Adjustments 
To increase value of invest- 
ments to market 1,000 1,000 
To adjust fixed asset values to 
cost less depreciation $ 50,000 $ 50,000 
To transfer portion of reserve 
for taxes subsequently re- 
quired to liability account.. 15,000 15,000 
To transfer portion of reserve 
for Renegotiation to liabil- 
ity account 30,000 30,000 
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Net Assets Surplus 
Dr. Cr. Dr. Cr. 


To record Profit for six months 
to the 30th June 1946 
Per accounts $20,000 
Add: 
Renegotiation a/c 30,000 
Sinking Fund ... 4,000 
Depreciation 
appreciation .... 2,500 


To record interest earned by 
Sinking Fund 
Adjusted balances at the 30th 


June 1946 963,000 363,000 


$1,058,000 $1,058,000 $458,000 $458,000 


Allocation of Net Worth of Company to Classes of Shares 
Total Preferred Common 


Capital Account per Balance Sheet .... $600,000 $200,000 $400,000 


Surplus Account as adjusted 
Dividends on Preferred shares in arrears 
3 years @ $5.00 x 2,000 30,000 30,000 
Dividends on Common shares due be- 
fore participation of Preferred shares 
3 years @ $5.00 x 3,000 45,000 
Division of remaining surplus on equal 
basis—both classes of shares 
Preferred 
2/5 x 288,000 115,200 115,200 
Common 
3/5 x 288,000 172,800 172,800 


$963,000 $345,200 $617,800 


45,000 


Value of shares of “A” 
500 
Preferred 3000 x $345,200 


Cc — 617,800 
ommon 3,000 x $617, 


Total payment to be made by “B” 





STUDENTS’ DEPARTMENT 


DISCUSSION OF PROBLEM SOLUTION 


JULY ISSUE 1947 


Ottawa, Ontario, 
Dear Sir, 

If it is not harking back too far, I should like to discuss with 
you the solution to Problem II, page 55, of the July 1947 issue. 

It is required to show the saving per unit of production resulting 
from the installation of a $50,000 machine with an estimated service 
life of 50,000 hours to replace a $27,000 machine with an estimated 
service life of 36,000 hours of which 18,000 hours had been used and 
the scrap value of which is $1,000. 

In developing the revised cost per unit of production through 
using the new machine, there is included in the published solution 
a write-off of the net unused value of the old machine over the unused 
service hours remaining to the old machine. Thus in the revised cost 
is included a charge for the machine in use together with a charge 
for a machine which will have been scrapped. 

If it is found that the old machine became inadequate or obsolete 
after 18,000 hours compared with an estimated service life of 36,000 
hours it indicated either 

(a) that the machine had not been used for a sufficient number 

of hours since it was first installed or 

(b) that if it had been used to capacity the estimated service life 

was too high. 

In either case, in practice, would not the net residual value be 
written off as a capital loss and thus not enter into the revised unit 
cost? 

In addition, I do not understand why the residual value of $12,500 
of the old machine should be written off over 18,000 hours. When 
the new machine is installed, the old one is scrapped; it has no more 
service life; yet it has been treated as though it still had 18,000 hours 
of the new machine’s life. 

In my opinion the new machine-time’s cost per unit is $2.50 com- 
pared with $3.75 for the old and the revised unit cost is $25.40 com- 
pared with $31.05, a saving of $5.65 per unit. Had the old machine 
been kept in operation it could have produced 3,600 more units which, 
at $5.65 per unit reduction in cost through using the new machine, 
gives a saving in production costs of $20,340 and, deducting the capital 
loss of $12,500 through scrapping the old machine, a total saving of 
$7,840. 

In the solution published 7,200 units are multiplied by the net 
saving per unit; but the old machine, requiring 5 hours to produce 
one unit, would take 36,000 hours to produce 7,200 units, and the 
machine is half dead. The result shown in the solution is therefore 
equivalent to calculating the savings over the whole life of the old 
machine. 

This brings up the matter of examination questions in general. 
I gather that we do not know what the examiner had in mind in 
this instance, nor for what answer 15 marks were awarded. However 
if the published solution happened to be the one the examiner was 
after, it condones the principle of including a capital loss in cost of 
production which, in my opinion, is not sound. Furthermore, the total 
savings asked for can be considered in two ways. While the solution 
published is concise, if this is what the examiner wanted any variation 
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would require explanations in order to get marks, thus turning the 
question into one a good deal longer than the marks warrant. 

For the benefit of both examiner and examinee a 15 mark question 
should lend itself to a solution which is beyond the shadow of a doubt. 
Yours very truly, 

R. P. Egerton, C.A. 


DISCUSSION OF PROBLEM SOLUTION, 


JANUARY 1948 ISSUE 
Winnipeg, Manitoba. 
Dear Sir, 

Accepting the cordial invitation extended for discussion of solu- 
tions presented in your Department, I am taking this opportunity 
ef criticizing the following points in the balance sheet provided in 
the solution to Final Accounting IV, Question 2, appearing in the 
January 1948 edition: 

1. Use of the word “inventories” by itself, without stating basis 
of valuation or manner of determination as required by the 
Dominion Companies Act, Sec. 112 (2) (d). 

. Use of the heading “deferred charges” for unexpired insurance 
premiums instead of “prepaid expenses”. Most modern ac- 
counting texts make it clear that the term “deferred charges” 
should not be used to describe expenditures of this nature 
which have a definite value realizable in future periods. 

3. It might also be argued that unexpired insurance premiums 
should be included among current assets. 

4. The word “refundable” as used in the Excess Profits Tax Act 
should be used in place of “recoverable” in “recoverable por- 
tion of Excess Profits Tax”. 

In view of the widespread wishful thinking among members of 
the profession that a more standardized terminology be adopted, 
would it not be well for the Dominion Association to adopt certain 
standards, if only for the use of students writing the uniform exam- 
inations? In this connection it might be worthwhile to issue bound 
reprints of “Accounting Terminology” issued by the Committee on 
Accounting Terminology in 1938, or, better still, broaden its distribu- 
tion in loose-leaf form and provide an opportunity at every annual 
meeting to vote on revisions thereto. 

Only by educating new members of the profession in the most 
up-to-date accounting principles and terminology can our profession 
as a whole hope to advance to a greater usefulness and higher public 
esteem. 

Yours truly, 
William H. Gray, C.A. 
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EDITORIAL COMMENT 


One of the most interesting fea- 
Public Discussions On tures of the duty of an editor is, 
Accounting Principles a8 we conceive it, to read exten- 
and Practices sively other publications dealing 

with subjects in which we are 
interested. The result of this reading is two-fold; it gives 
us thoughts and background for something which we may 
write ourselves as editorial comment or as an article (if 
we only had the time to do so!) The review of these 
accounting publications satisfies us that our associates in 
other countries are far more prolific than we are in Canada 
and that much of the material which we see is very well 
worthwhile. One must realize too that there are many 
papers written and submitted to these foreign journals 
which never appear in print. As we have said before, we in 
Canada are not holding our end up in this field. It is 
true that this journal is not given the opportunity to review 
comprehensively the addresses given either by, or before, 
our members in all cases, but we feel also that the profes- 
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